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INTRODUCTION 

On April 29, 1982, the Select Committee on Indian Affairs held 
an oversight hearing on economic development on Indian Reserva- 
tions. This was to be a two part series: the first a hearing on eco- 
nomic development issues on Indian reservations; 'he second to be 
a compendium of papers providing an in-depth analysis of barriers 
to such economic developnient. This compendium of papers is the 
follow through to the April 29, 1982, hearings. 

Since the day I was elected to the Congress, on October 24, 1963, 
the continuing word I have received from Indian representatives in 
both the House and the Senate has been the need for development 
of reservation economies. The American Indian Policy Review Com- 
mission (AIPRC) in its 1977 report to Congress identified economic 
development and the desire to achie e economic independence as 
the number one priority of the Indian tribes and their members. 
Both the AIPRC and the 1984 Report of the Presidential Commis- 
sion on Indian Reservation Economies stressed the need for such 
development and set forth numerous recommendations. 

While reservation economies remain for the most part abysmally 
lacking, nevertheless there has been progress. Policies have been 
put in place or made newly available attempting to meld Federal 
initiatives with tribal management and private sector involvement. 
Under the Nixon Administration, the Indian Self-Determination 
and Education Assistance Act of 1975 and the Indian Finance Act 
of 1974 were both enacted. The one provided for contracting of Fed- 
eral programs by Indian tribes or Indian organizations, thus en- 
hancmg local control and management of Federal programs; the 
other provided access to capital either through direct loans from 
the Federal Government or from private sources through the aegis 
of loan guarantee authority up to 90% of a loan coupled with an 
interest subsidy to assure that the Indian borrower incur interest 
at a rate no greater than that paid by the United States on obliga- 
tions of comparable maturity (25 U.S.C. 1464). 

For a number of years individual Indian entrepeneurs have had 
acce«s to Federal contracting through the Small Business Adminis- 
tration's Section 8(a) minority business program, and more recently 
the SBA has recognized tribally owTied businesses as eligible minor- 
ity businesses throi^h this program. This program has been instru- 
mental in opening the door to a small number of tribes for Defense 
OTocurement contracts as well as contracts with other agencies. 
However, the threat of "graduation" now jeopardizes some of the 
tribal manufacturing and business operations that have been gen- 
erated through the program. 

Tliroughout the years Federal grant or loan programs of modest 
dimension havo been available to Indian tribes. The Administra- 
tion for Native Americans, a successor to the OFO programs begun 
in 1964, provides grants to Indian tribes for social and economic de- 

(1) 
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velopment. With less than $,'{0 million spread throughout the 
Indian community, these j^anwS constitute little more than plan- 
ning giants or seed money. The Economic Development Administra- 
tion at the Department of Labor has provided funds for economic 
development purposes. However, the efforts of EDA have yielded 
mixed results at best— some projects proving embarrassing failures, 
some resulting in genuine success stories. 

In addition tribes are and have been eligible for Federal grants 
through Community Development Block Grants and Urban Devel- 
opment Action Grants at HUD, and are eligible for industrial 
grant programs and land acquisition loans through the Farmer's 
Home Administration at the Department of Agriculture. More re- 
cently, the Department of the Interior has put in place an econom- 
ic development grant program designed to provide tribes with 
equity capital to be matched with other tribal contributions which 
in turn may be used to attract private sector investment for devel- 
opment of a tribe's resources. This program began in fiscal year 
1983 with funding of $10 million. 

In recent vears tribc« and the Indian people have looked increas- 
ingly toward their own resources, both human and material, and to 
the private sector for economic development. In 1973 the American 
Indian National Bank (AINB) was formed with capitalization of 
$1.5 million provided by investment of tribal funds in the bank 
stock. By 1982 thirteen tribes had investments in the stock of the 
AINB; the net worth of the bank had grown to $2.1 million and 
bank deposits of $20.6 million more on hand, 

Indiem owned businesses have proliferated in the last fifteen 
years. According to the "Red Pages: Businesses Across Indian 
America" produced by LaCourse Communications Corporation (c. 
1985), there are at least 5,17S! American Indian owned businesses in 
all 50 states whose projected combined earnings are expected to be 
approximately $500 million. As noted in this publication, these 
businesses appear in virtually every area of commercial endeavor: 
agriculture, forestry, fishing, mining, construction, manufacturing, 
transportation and public utilities, wholesale and retail trade, serv- 
ices, and public administration. 

The 1982 hearing of the Select Committee on Indian Affairs 
graphically illustrates the success of the Mississippi Choctaw Tribe 
in establishment of an on-going commercial enterprise in coopera- 
tion with private sector initiative. A key element in this success 
story was the issuance of an Industrial Development Bond by the 
City of Philadelphia on behalf of the Tribe. In the 97th Congress, 
Congress enacted the Indian Tax Status Act (P.L. 97-4/3) recogniz- 
ing Indian tribes as governmental units for most purposes of the 
Federal Internal Revenue Code. While this Act does not recognize 
the authority of tribes to issue Industrial Development Bonds, it 
does acknowledge their authority to issue Municipal Bonds. The Ji- 
carina Apache Tribe of Arizona raised $30.2 million through a 
tribal bond issue to purchase some 55,000 acres to be used for tribal 
economic development purposes, and the Lac du Flambeau Chippe- 
was in Wisconsin recentlv raised some $16 million through a tribal 
bond issue to purchase the Simpson Electric Company, a manufac- 
turer of electrical test equipment employing a significant number 
of tribal members as well as non-Indian workers. The Cherokee 



ERLC 



8 



3 



Nation of Oklahoma is considering a tribal bond issue in the 
amount of $70 million for development of a hydroelectric project 
and the Navajo Nation is now considering use of tribal bond issues 
as a means for fundings future tribal economic development ven- 
tures. 

Consideration has been givjn to inclusion of Indian reservations 
within the Enterprise Zone concept recently before the Congress, 
and at least two Indian tribes have taken steps to have their reser- 
vations recognized as International Trade Zones as a means of 
stimulating their reservation development. 

Despite these success stories, it is clear that development of res- 
ervation economies continues to be a number one need. The social 
pathology of the American Indian and Native Alaskan manifested 
by high drop-out rates from educational systems, high incidences of 
alcoholism, poor health, and low self-esteem, can he correlate.^ di- 
rectly with high unemployment rates stemming from lack of eco- 
nomic activity at the reservation or community level. 

Ihe compendium of papers that are included in this Comnnittee 
Report consider some of the barriers to development of economies 
within Indian country. In issuing this Report, it is the hope and in- 
tention of the Committee to stimulate new thought and continued 
consideration of innovative approaches that might be utilized to 
assist our Native Americans in their efforts to raise their econo- 
mies to levels commensurate with the rest of the United States. 

Mark Andrews, Chairman, 
Select Committee on Indian Affairs. 
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SURVEY OF INDIAN ECONOMIC DEVELOPMENT ISSUES 



By Alan R. Parker with Charles Trimble 
Introdlction 

The current Administration has consistently expressed a strong 
interest in the area o^* Indian Economic Development. A federal 
policy supportive of the efforts of Indian tribes and organizations to 
identify workable solutions to the deep-seated problems confronting 
Indian reservation economies has been articulated. In the face of 
severe fiscal constraints, the Administracion has established an 
economic development initiative designed to demonstrate through 
the provision of modest grants, that there are indeed viable busi- 
ness development projects in Indian country. Just as importantly, 
this initiative represents an opportunity to use government aasist- 
ance as an incentive to encourage the development of sound busi- 
ness management and corporate organizational structures on the 
part of Indian tribes. 

Hov ver, it is conceded that the economic development programs 
intenaed for initiation in fiscal years 1983 and 1984 will, even with 
optimum impact, be seen as quite limited in relation to the per- 
ceived need. This raises the pertinent question of what other appro- 
priate initiatives should be considered and undertaken, support^ 
or sponsored by Federal Government policy makers. In initiating 
ouch a oroposition, the qualifier "appropriate" is purposely itali- 
cized. The reality is that the present Administration has set out 
definite guidelines for defining what is appropriate and sound 
policy in relation to the federal role in economic development as- 
sistance. 

Respected commentators, in analyzing the historical record of 
federal economic development assistance, reinforce the primary 
tenets of the Administration's policy. Namely, that simply ''throw- 
ing money at the problem," an approach perhaps best exemplified 
by the EDA and BIA grant programs of the 1970s, not only failed 
to achieve their defined economic development objectives but, in 
many cases, made the situation worse. Examples are cited of 
project failures which dissipated scarce tribal resources and provid- 
ed no return for the federal dollar invested. Expenditure of public 
money for public works projects intended to serve as physical infra- 
structure supporting economic development projects have been 
similarly criticized for poor planning and implementation. 

Finally, such past federd efforts may have encouraged spend- 
thrift and realistic behavior on the part of recipient tribal organi- 
zations, (i.e. "It's only a grant" mentality). The failure of past ef- 
forts to come to grips with the underlying causes of Indian econom- 
ic under-development has been a constant theme found in the 
available literature on Indian Economic Development. 

(5) 
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Consequently, as the Assistant Secretary has acknowledged, the 
tremendous challenge consists in formulating stratef,les that may 
^rve as the basis for federal initiatives which will not only avoid 
the mistakes of the past, but are also compatible with current Ad- 
ministration policy guidelines and fiscal constraints. This challenge 
is only heightened when viewed in relation to the economic condi- 
tions currently prevailing in Indian country. The under-developed 
economy which characterizes the great majority of Indian reserva- 
tions has been severely impacted by the current recession and re- 
ductions in federally-supported income and job maintenance pro- 
grams. It has been suggested that if only private sector employ- 
ment and per capita income attributed to non-federal sources of 
production were to be measured, the average Indian country unem- 
ployment percentage of approximately 50 percent would increase to 
80 percent and average per capita income would lower from $3,500 
to $2,000. 

Of course, it is probably impossible to srbstantiate such an esti- 
mate given the currently available data base against which Indian 
country economic conditions are measured. However, the point is a 
valid one on most Indian reservations. A viable private sector econ- 
omy does not exist and the public sector dominates with pvedict- 
able consequences. In the face of such an imbalance, the consv^nsus 
recommendation of most economists is to emphasize such develop- 
mental needs as physicil infrastructure, human resource develop- 
ment, and financial stracturing. Because capital is not internally- 
generated and accumulated in Indian country, busiress develop- 
ment enterprises have to look to external sources which place the 
multiplying factors off the reservation. Federally-subsidized 
income, job maintenance, and administrative expenditures support 
the local reservation economy, resulting in what has been labeled a 
''patron-client" environment which is hostile to the development of 
a true private sector. 

Given this brief analysis, the question is logically posed: What 
does it make sense for the Federal Government to do? What role, 
or course of actions, would avoid reinforcing the negative aspects of 
the past federal role on Indian reservations while encouraging both 
tribal po-^ernments and the private sector to fulfill roles that are 
more appropriate to them? 

The Federal Government clearly has an on-going responsibility 
toward Indian tribes. Current circumstances appear to call for a 
leadership role which does not involve inappropriate responses or 
actions. The following report attempts to take this analysis and 
question as a point of departure. In the process of surveying issues 
relevant to economic development categorized under the headings: 
'The Federal Role," "The Tribal Experience," "Legal Questions," 
and "Capital and Financing," the report identifies areas which the 
Assistant Secretary may consider appropriate for development of 
initiatives. It is also very impx)rtant to point out that the survey is 
based entirely on a review of authorities, reports and commen- 
taries. Where particular observations, conclusions or recommenda- 
tions are stated, reference is made to an identified source in the 
form of published reports, studies and other documentation. The 
reader will find there is a sizable body of literature available on 
the subject of Indian Economic Development. Much of the material 
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utilized for this report is of relatively recent vintage reflecting both 
an increased level of interest in the subject matter and an increase 
in the number of individuals who have acquired sufficient expertise 
to publbh their work. 

The fact that a great deal of attention has been directed at these 
issues resulting in published materials was of great benefit to this 
research endeavor. Moreover, a major objective of this endeavor 
was to organize and assemble this material into a single survey 
document. Since many points addressed here are simply touched 
upon in a brie^ ^anner, an extra effort vas made to insure accura- 
cy in the citations. This should facilitate foUowup by readers who 
wish to explore particular questions in more depth. V/hile this 
report attempts to be comprehensive in the sense that an effort 
was made to identify all pertinent issues (i.e., possible appropriate 
federal initiatives), no attempt was made to treat any particular 
issue in depth. 

In summary, we hope the work will prove valuable in its purpose 
of reviewing a broad range of possible federal initiatives in econom- 
ic development. If it serves as a useful reference tool through accu- 
rate citation of authorities and provides a context for the consider- 
ation of specific issues, our modest objectives will have been real- 
ized. 
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Chapter I— The Federal Role 



xhe Federal Government exercises an extraordinary degree of in 
fluence over the total range of factors relating to economic develop- 
ment on Indian Reservations. 

At least nine cabinet-level departments and three individual 
agencies presently have programs affecting Indian people.^ The 
m^'or departments with multiple programs relating to Indians t re 
Interior; Energy; Health and Human Services; Agriculture; Hoai- 
ing and Urban Development; and C!omm«rce. The Department? of 
Labor and Transportation also have megor programs of importance 
to Indians. Along with these, the Department of Justice handles 
most of the legal problems affecting Indian rights. The independent 
agencies with programs affecting Indians include the Environ men- 
id Protection Ac^ministration, Small Business Administration, and 
vhe Occupational Safety and Health Be\ Commission. 

In addition, a number of temporary commissions whose studies 
and functions have undoubtedly impacted Indian interests have ex- 
istkl. They included such organizations as the American Indian 
Policy Review Commission, the Commission on Water Quality, 
Commission on National Policy on Gambling, and the Community 
Service Commission.^ 

Thus, any analysis of what may be done under the aubpices of 
the Federal Government to improve economic conditions and op- 
portunities on Indian reservations should properly be conducted 
against the backdrop of what is the present role of the Federal 
Government. Fortunately, there is no lack of documentation both 
as to the existing functions, activities and responblbilities of these 
various federal agencies, but also as to their commonly recognized 
deficiencies or shortcomings.^ 



* American Indian Policy Review Commission, "Fragmentation of Federal Indian Pdlicy," 
Fin^l Report, Vol I, May 17, 1977 (Waahington, D.C.- Government Printing OfTice, 1977) p. 247. 

* )id., p. 248. 

'American Indian Policy Review CommiBSion, Task Force Seven, Final Report on Reservation 
and ReMource Development and Protection (Washington, D.C ' Government Printing Office 1967). 
Other studies include' 

General Accounting Office, "More Federal EfTorts Needed to Improve Indian's Standard of 
Livinff Throuffh Business Development," (Washington, D.C: GAO, 1978) 
M Udall, 'Indian Natural Reaourcee Development Act of 1979." 

General Accounting Office, "Better Overall Planning Needed to Improve the Standard of 
Living of White Mt. Apacho of Arizona," (Washington, D.C: GAO, 1975). 

General Accounting Office, "Land Management Activities on Three Indian Reservations in S 
Dakota Can be Improved," (Washii^ n, D.C: GAO, 

General Accounting Office, "Indian Natural Re90> rces— Opportunities of Improved Manage- 
ment and Increased ProduL ^vity," (Washington, D.C : GAO, 1^75). 
Gv'neral Accounting O^.Tice, '^penditures Benefiting American Indians," (Washington, D.C 



General Accounting C»ffice, "Improving Federally Assisted Business Development on Indian 
Reservations," (Washington, D.C : GAG, 1975). 

General Accounting Office, "Land Leases on Fort Hall Indian Reservation in Idaho," (Wash- 
ington, D.C : GAO. 1974) 



GAO, 1975) 
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This section cf the report will summarize publicly-available infor- 
mation regarding the record of these agencies as well as the major 
points of pertinent commentaries and studies which have critiqued 
the impact of this federal role in Indian economic development. 

Bureau of Indian Affairs — Trust Management of Natural Resources 

The C!ongress, whose authority in the f eW of Indian affairs is 
based on a legal principle commonly refeired to as the "plenary 
power doctrine," * has delegated authority to the Secretary of the 
Interior "to manage all Indian affairs and all matters arising out 
of Indian relations" (Sec. 2 of Title 25, U.S. Code). Insofar as this 
very broad authority bears on the federal role in Indian Economic 
Development, it is important to keep in perspective the historical 
origins of the unH;jrlying legal-political doctrines upon which this 
authority is bused. The primary source of this federal power may 
be found in the Constitution. The Commerce Clause specifically 
refers to regulation of "commerce with the Indian Tribes," [U.S. 
Constitution, Art. I, Sec. 8, C1.3) as does the Treaty Clause (Art. II, 
Sec. 2, C1.2) and the property clause (Art. IV, Sec. 3, C1.2) has been 
interpreted to authorize federal control over Indian lands. This fed- 
eral authorit> was exercised relatively early in the life of Congress 
beginning with the first Trade and Intercourse Act (Act of April 18, 
1796, Ch. 13, Sec. 4, Stat. 452-5.S) and the Trade and Intercourse 
Act of 1834 (Ch. 161, Sec. 3, 4 Stat. 729; 25 USC 263). These laws 
regulated commercial transactions by which Indians sought to dis- 
pose of land or other property in exchange for money, liquor, muni- 
tions or .ther goods. 

In more recent times Congress has regulated Indian commerce 
by fixing the terms and conditioi j of mineral, agricultural and 
gl azing, and business leas^ as well as leases for other purposes. 
Specific legislation also pertains to sale of Indian timber, contracts 
with Indian tribes of tribal members, and the licensing of traders 
on reservations. 

The Supreme Court, in a landmark 1832 decision entitled Worces- 
ter V. Georgia (31 US 515) characterized the relationship between 
Indian tribes and the U.S. which resulted from the assertion of this 
broad federal power as "guardian-ward." The Court also interpret- 
ed tlie government's role as constituting a "trust relationship" in 
the sense that the U.S. had, by retaining a fee title to Indian lands 
and control over their disposition, assumed the responsibility of a 
trustee- 

Cyt;;r the years, the administrati-^n of these responsibilities by 
the Department of Ii terior involved the appropriation of pu'jlic 
funds for management o^" Indian property and resources. The 
Bureau of Indian Affairs gi^w into a relatively large bureaucracy 
and although its present day budget is largely allocated toward 



U S Congress. Senate, "Fina.icing the Economic Development of Indians and Indian Organiza- 
tions, Hearing before Subcommittee on Indian Affairs, May 31. 1973 

Genera! Accountmg Office, 'increased Income Could be Earned on Indian Trust Monies Ad* 
ministered by the Bureau of Indian Affairs," (Washington. DC GAO, i972) 

Joint Economic Committee, Toward Econonac Development for Native American Communities, 
91st Congress. Ist Session, li*09. 

* Felix S Cohen's Handbook of Federal Indian Lau.\ 1982 ed '""ource and Scope of Federal 
Authority" (Charlottesville, Virginia Michie Bobbs-Merrill, 1982), pp 217-220 
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social service functions, a significant percentage is devoted to trust 
management, natural resource, and economic development. 

FY '83 budget requests for school operations, Indian services, and 
management of facilities and general administration under BIA to- 
taled $664.3 million. BIA s FY '83 budget for economic development 
and employment programs, natural resources development, trust 
responsibilities, rnd construction add up to $277.18 million, ac- 
counting for approximately 42 percent of the sum allocated for 
social services.* 

For the purposes of our analysis, it is relevant to note that the 
framework of laws and regulations governing administration of 
BIA trust management duties, detined broadly, retains the basic 
characteristics initially provided by Congress. Namely, Indian 
tribes and individual Indian owners of trust property are not au- 
thorized to financially encumber or commit trust resources except 
with the approval of the BIA and in accordance with the specific 
statutes and regulations governing each type of transaction.^ It is 
important to note that these restrictions, on alienation and encum 
bering of trust property, taken together with federal proscriptions 
against state government taxation and regulation of trust re- 
sources, have undeniably had the intended beneficial effect of pro- 
tecting the Indian lands horn being dissipated. Federal supervision 
of such transactions has also served to protect Indian tribes and in- 
dividuals from being the victims of fraudulent dealings. However, 
contemporary commentators also agree that the degree of govern- 
mental involvement in such matters has clearly acted as a deter- 
rent to the interest of the non-Indian business community and has, 
in certain instances, limited the flexibility of the Indian owners. At 
least one writer has cited the ''bureaucratic morass" involved in 
negotiating a ground lease as a major reason dissuading developers 
from pursuing res^- /ation-based projects.' 

In addition to le complexities and time-consuming procedures 
involved in negotiating such a lease, the outside investor or joint 
venturer is also confronted with the human fact ^r in terms of BIA 
contract officers and reeHy specialists who often have no incentive 
to expedite their review and action on such a document.® As those 
in the business world know full well, often time is of the essence 
and an otherwise good deal can turn cold by the time final BIA ap- 
proval is tendered. It is impossible to accurately document the 
extent to which such factors have negatively impacted the poten- 
tial for sound business opportunities in Indian country. However, 
several reports have documented the position held by segments of 
the Hasiuess community that simply the knowledge that doing cer- 
tain *cinds of business in Indian country necessitates dealing with 
excess government red tape and, perhaps, incompetent officials has 



* Select Committee on Indian Xffairs, U S Senate. Budget Views and Estimates fo^ Fiscal 
Year 1,98 J. (Washington, D C Government Printing Office, 1982), pp 4-35 
« Felix S Cohen's Handbook of Federal Indian Law. pp 214-216 

'John Little, Development Financing Alternatives on Tribal Ixinds The Lenders Perspective. 
NADSAT, (Tucson, Arizona University of Arizona, November 1981) 

General Accounting Office. "Land Leases on Fort Hall Indian Reservation in Idaho," (Wash- 
ington, DC GAO. 1974) 
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been enough to forego the pursuit of business development possi- 
bilities.^ 

The extent to which this factor has served as a broad-based ob- 
stacle to re&crvation-based business development has not been doc- 
umented in the available literature on the subject. Moreover, this 
fELctor should not be considered in isolation from such other consid- 
erations as the uncertain legal protections available (under tribal 
laws) for creditors and investors, or the complexities in doing busi- 
ness with tribal governments. (See Chapter Two, **The Tritol Ex- 
perience,'' and Chapter Three, ''Legal Questions Relating to Indian 
Reservations-Based Economic Development") 

However, it is significant to note that the potential for effecting 
positive change in this BIA role to a significant extent may be 
found in the administrative discretion of such key governmental of- 
ficials as the Assistant Secretary for Indian Affairs. Tnis analysis 
suggests that a review of relevant statutes, regulations and proce- 
dures pertaining to the ''trust management" role from the perspec- 
tive of regulatory reforms aimed at facilitating reservation-based 
business development could prove to be a very fraitful inquiry. Of 
course, such an initiative should involve the close cooperation of 
tribal officials as well as representatives of the business communi- 
ty. 

An illustration of such a change is the legislative proposal re- 
cently adopted by the 97th Congress which is designed to make the 
Indian mineral leasing law (25 USC 396 et seq.) more flexible. 
Briefly stated, the present statute has been interpreted by the So- 
licitor as limiting the authority of the BIA to approve alternatives 
to a standard mineral lease. The pending bill would authorize a 
broad range of joint venture agreements between the tribal or indi- 
vidual Indian owners and energy companies, while still protecting 
the beneficial aspects of the trust status of the resource and federal 
trust management role. In addition to providing a needed flexibil- 
ity to the law designed to facilitate development options, the pro- 
posed amendments also have the advantage of making possible 
tribal equity participation in such ventures. Unlike the leasing ar- 
rangement in which the tribal role is that of a passive resource 
owner, a joint venture enables a tribe to become an active partner 
in the production phase, thereby expanding the benefits of ownei^ 
ship (i.e., increased revenue potential and tax exemptions). 

Since the available literature surveyed for this report does not 
contain specific analysis of the potential for regulatory reform 
across a broad range of issues, it is difficult to provide more specific 
examples of areas to examine. Before concluding this section of the 
repcH, however, mention should be made of the significant 
progress made in recent years in the Indian forestry area. The 
record shows that a cooperative working relationship has developed 
between tribal and BIA forestry officials which has resulted in both 



' Applicability of Enterpnae 2jone8 to American Indian Reservations, (Arlington, Vir^nia. 
Charles Tnmble Company with Free Zone Authority Services and Karl A Funke & Associates, 

Inc . 1982). 

*°Eric Natwig, 'Institutional Barriers to Financing Development Projects ui Indian G/jn* 
try," Initiatives in Development Finance Creating an American Indian Development Finance 
Corporation, Vol I (Albuquerque, N M * American indian Development Corporation, 1982) 
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regulatory reform and enhanced sophistication bv Indian forestry 
managers.'' 

BIA approval authority over contracts 

Distinct from the BIA's natural resource management function is 
the requirement that the Secretary of the Interior review and ap- 

Erove all contracts with Indian tribes or Indians. This requirement 
as been codified as Section 81 of Title 25 of the U.S. Code and, in 
relevant part, reads as follows: 

No agreement shall be made by any person with any 
tribe of Indians ... for the payment or delivery of any 
money or other thing of value, in present or in prospective, 
or for the granting or procuring anv privilege ... in con- 
sideration of services for said Indians relative to their 
lands . . . unless such contract or agreement be executed 
and approved as follows: . . . 

It snail bear the approval of the Secretary of the Interi- 
or and the Commissioner of Indian Affairs indorsed upon 
't . . . All contracts or agreements made in violation of this 
section shall be null and void, and all money or other 
thing of value paid to any person by any Indian or tribe, 
or any one else, for or on his or their behalf, on account of 
such services, in excess of the amount approved by the 
Commissioner and Secretary for such services, may be re- 
covered by suit : . the name of the United States in any 
court in the United States, regardless of the amount in 
controversy . . .^^ 

Originally enacted in 1871, the contemporary application of this 
law is apparently confined to contracts involving trust funds. (See 
Brown v. J/.S., 486 Fed. 658, 8th Cir, 1973) The federal courts have 
also concluded that Section 81 is not applicable to a business corpo- 
ration formed by an Indian tribe under state law. (See Imcon Agri- 
conforation v. Tribal Farms, Inc., 656 F2d 498, 9th Cir., 1981.) 

Since Section 81 appears to be of limited application, it has not 
been singled out in recent commentaries or published reports as 
particularly significant in terms of impact on reservation-based 
economic development. However, the administration of the law cer- 
tainly deserves review in order to determine its potential impact 
and whether it should be included in any regulatoi-y reform initia- 
tive. 

BIA trust funds investment function 

Federal law has also charged BIA officials with the responsibility 
for investing tribal and individual Indian trust monies. Task Force 
Nine of the American Indian Policy Review (Commission conducted 
wh. . is probably the most recent study of this activity and recom- 
mended a number of statutory and regulatory improvements.*^ 



National Indian Timber Symposium, Treegonomics. Accountability and the Management of 
{««w>n |brcs/ Resources. Final Proceedings of Sixth Annual Meeting (Spokane, Washington. 
April 19o&). 

U S. Code, Title 25, Section 81, p. 80 
*' American Indian Policy Review Commission, Ta&k Force No 9, Law Consolidation, Revf 
sion and Codtrtcatton. Final Report, Vol T, September 1976 (Washington, D.C ' Government 
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However, the focus of their inquiry appeared to be consolidating 
and streamlining the law to eliminate duplication and confusion in 
the law. It appears that the msgor deficiencies in BIA's manage- 
ment function criticized in the past, i.e., investment practices 
which resulted in interest yields which were much less than they 
should have been, have largely been addressed. 

The relevant laws require that trust funds be invested in govern- 
ment securities in order to fully protect the principal. While the 
trust beneficiaries may pledge the interest on trust funds as securi- 
ty for credit extended by private lending institutions,^^ the princi- 
pal of trust fund deposits is not a source of development funds 
unless the money is withdrawn from a trust account. It has been 
suggested that alternative investment procedures may make possi- 
ble the accumulation of an investment pool. This would appear to 
be a fruitful area of inquiry with the objective of developing alter- 
natives that would offer the same degree of protection for the prin- 
cipal while allowing some degree of risk to the interest in order to 
enhance the use of trust funds for economic development purposes. 
Reportedly, the total amount of trust funds now managed by the 
BIA averages $1.5 billion. The key criteria to identifying viable al- 
ternative procedures would be protection of the principal and that 
tribal participation is fully informed and voluntary. The invest- 
ment pool concept only becomes viable when a threshold deposit 
level is reached, thereby making the cumulative interest figure sig- 
nificant. However, whether truly viable alternatives are possible 
can only be determined if the opportunity is provided to test a 
range of ideas. 

The Federal Government as developer and creditor 

The activities and record of the federal government; in adminis- 
tering economic development programs have been extensively cri- 
tiqued by both government and private sources. The mjgor pro- 
grams that have provided assistance to enterprise development on 
Indian Reservations are the Economic Development Administra- 
tion, the Small business Administration and the Bureau of Indian 
Affairs. The General Accounting Office, noting that by the nature 
of the programs, business ventures funded by SBA and EDA gener- 
ally involve greater risks than do typical new business ventures fi- 
nanced through conventional sources, took theae agencies to task 
for inadequate review and monitoring of Indian business ventures 
in a report released in 1975. 

"In our opinion," GAO stated, *'EDA and SBA have not ade- 
quately evaluated the feasibility of proposed business ventures on 
reservations before providing Hnancing assistance. In some cases 
these pgencies did not require the development of all necessary in- 
formation to permit a good evaluation of the business ventures' 



Printing OfTjce, 1976) pu. 143-144, See also General Accounting Office, "Increased 

Incorre Could be Earned on Indian Trust Monies Administered by the Bureau of Indian Af- 
fairs, " Washington, DC. GAO, 1972) 

General Accounting Office, "Increased Income Could be Earned on Indian Trust Monies " 

'*Corf€ of Federal Regulations 25-CF'R-91 13(d) See also Department of the Interior Depart- 
mental Manual 209 DM 8 2 3 and Bureau of Indian Affairs Manual 10-BIAM 3 1 & 3 50(2) 

"'General Accounting Office, "Improving Federally Assisted Business Development on Indian 
Reservation " 
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prospects. In other cases the agencies provided financing without 
requiring the resolution of known problems. 

''Once financing has been provided, EDA and SBA did not moni- 
tor the business ventures' operations to promptly identify deficien- 
cies in these operations and to provide the assistance needed to cor- 
rect them before they became so severe that they caused operations 
to be discontinued.'**' 

The Bureau of Indian Affairs assumed a greater role in reserva- 
tion economic development with the passage of the Indian Finance 
Act in 1974. The Act was passed to increase the availability of 
funds to individual Indians and Indian tribes for starting or ex- 
panding business enterprises on or near reservations. The GAO in 
1977 found several program management deficiencies which hin- 
dered the success of the Act. According to the GAO, the Bureau, 
contrary to stated policy, made direct loans to relending organiza- 
tions with continuous high delinquency rates. Furthermore, the 
GAO found that loans were made without a reasonable prosp< of 
repayment. Cited was an example of a loan extended to an Ala^ .an 
corporation which owed the Federal Government more than $6 mil- 
lion.»» 

An adequate accounting sys^-em was not in place to manage the 
increased volume of funds for lending as a result of the Indian Fi- 
nance Act. The GAO noted that this deficiency was brought to the 
attention of the Bureau two years earlier, but not correcteid.^^ 

Loan files were found to lack the required documentation on 

loans made under the Guaranteed and Insured Loan Program. 

*'Some of the files reviewed were missing plans of operation and 

adequate feasibility studie.3 of the enterprises. Most of the files did 

not have loan-closing documents, such as copies of notes and collat- 
eral 21 

The GAO's review of loans in default indicated a limited evalua- 
tion of loan proposals. GAO stated that the Bureau's analyses were 
inadequate and relied on evaluations of commercial lenders which 
were considered superficial. 

Also noted was limited loan servicing by lenders if guaranteed 
loans. The Office of Audit and Investigation of the Department of 
the Interior stated that the Bureau must establish a monitoring re- 
porting system, but BIA officials demurred, stating that it lacked 
the staff or the funds to do so.22 

Another problem noted by the GAO was that short repayment 
terms could impair the objectives of the program. ''Short repay- 
ment terms create a large repayment schedule in the formative 
years of a new business and could possibly be a major factor in the 
failure of some businesses." 



'Mbid.p 75 

Indian Finance Act, 25 USC 1451 et seq The act provides authority for the Secretary of the 
Interior to administer direct loan, loan guaranty, and business development programs Although 
the authorizing authority for the grant program expired in 1978, the direct loan and loan guar- 
anty programs for FY '83 are funded at approximately $60 million and '?15 million, respectively 
General Accounting Office, "More Federal Efforts Needed to Improve Indian's SUndard of 
Living through Business Development," pp 31-33 
2" ftid , pp 33-34 
2» Ibid . pp 34-36 
" Ibid , pp 37-?8 
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Another major deficiency found by the GAO, as well as the 
American Indian Policy Review Commission and the Young Presi- 
dents Organization were the limited management and technical as- 
sistance provided. (YPO, an international education association, 
submitted a report to the Secretary of the Interior in April 1977 on 
the operations of the Indian Finance Act.) The GAO noted, for ex- 
ample, that of the four defaulted guaranty loans examined, only 
one borrower had received technical assistance. ^ 3 The American 
Indian Policy Review Commission found that BIA staff lacked the 
necessary skills to provide meaningful technical assistance. The 
Commission concluded that the Agency did not have personnel who 
were ''appropriate to the requirements of a specialized technical as- 
sistance effort. There are no specialized technicians within the 
Bureau of Indian Affairs to provide for the rapidly increasing 
demand for specific expertise in highly technical areas. The depth 
of training and necessary experience precludes using or retaining 
existing personnel, in most cases. The present autocratic oiiganiza- 
tional structure is also not flexible enough to permit technicians to 
move quickly from area to area."^* 

The Young President's Oiiganization in a later study stated that 
"On each visit, we heard pleas for meaningful technical assistance 
and management help. We were unable to identify any case where 
the IFA (Indian Finance Act) had provided effective technical as- 
sistance, probably because it is available under the IFA Act as a 
iast resort' source . . . such assistance was less than useful. A bud- 
ding enterprise cannot wait for various government agencies to ne- 
gotiate which one can and should provide technical assistance.''^* 

To our knowledge, no follow-up studies have been published re- 
garding the BL\ credit program in the five years since the 1977 
GAO report. R€tX)rtedly, BIA credit officers, in resi>onse to the ear- 
lier criticism, have been more conscientious in the project review 
process with particular focus on financial analysis of loan applica- 
tions. However, staffing levels have not increased and one must 
assume that program capabilities in the loan servicing, monitoring 
and technical assistance areas have accordingly suffered. It is inter- 
esting to note that both the GAO and the American Indian Policy 
Review Commission have recommended that all fedeml financial 
assistance efforts directed at Indian-reservation business develop- 
nrient be consolidated into a single agency. The GAO recommenda- 
tion was based primarily on the rationale that such a change 
would achieve necessary coordination and efficiency in the use of 
public funds. 2 « The AIPRC recommendation emphasized the objec- 
tive of addressing the structural causes of Indian under-develop- 
mentV 



" Ibid , p. 4? 

*♦ American Indian Policy Review Commission, Task Force Seven, p 129 

«» "The Indian Financing Act of 1974," Young Presidents Organization Team Report cited by 

GAO. "More Federal Efforta Needed to Improve Indians' " p 43 
*• General Accounting Office, "More Federal Effort* Needed to Improve Indians' Standard of 

Living . . " p 58. 

American Indian Policy Review Commution, Finai Report. Voi 1, pp 360-362 
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The Federal Government as customer 

The potential for expanded business opportunities for Indian 
tribes and individuals represented by government procurement of 
goods and services was recently recognized at the Senate Select 
Committee on Indian Affairs oversight hearings on Indian Econom- 
ic Development.2 8 Witnesses at this hearing pointed out that the 
industrial development possibilities associated primarilv with 
Department of Defense procurement contracts have the particular 
advantage of being labor-intensive. The generation of productive 
private sector employment opportunities has consistently been 
identified as a priority by Indian leaders. Labor-intensive industria 
development addresses a critical need on the resen-ation and the 
resulting flow of capital, to the extent it is able to be multiplied 
within the reservation economy, has an overall beneficial effect. 

Federal law expressly provides for a preference to be accorded 
"Indian labor and . . . the products of Indian Industry" in the 
1910 Buy-Indian Act (25 USC 47). From a review of the record, it 
appears that the Buy-Indian Act was intended by Congress to apply 
specifically to the "Indian Field Service" of the Department of the 
Interior. This authority has been employed by the BIA to restrict 
contracting bids for certain governmental services to firms and en- 
terprises that are entirely owned by Indian individuals and tribes 
A recent case decided by the U.S. Supreme Court sheds further 
light on the applicabUity of the Buy-Indian Act. In Glover Construe- 
tion Co. V. Andrus (466 U.S. 608, May 1980), the court concluded 
that the contract bids for road construction projects could not be 
restricted to Indian firms by the BIA. The court interpreted the 
Buy-Indian Act to be limited by the Federal Property and Adminis- 
tration Services Act of 1965 insofar as certain types of public work 
projects, including road repair, are concerned. 

In addition to the Buy-Indian Act, Congress enacted in Section 
7(b) of the 1935 Indian Self-Determination Act, a preference au- 
thority for "any contract, subcontract, grant, or subgrant pursuart 
to this act, the act of April 16, 1934, as amended, or any other act 
authorizing federal contracts with or grants to Indian organization., 
or for the benefit of Indians" (25 USC 450e(b)). There has never 
been as far as can be determined, an organized effort to implement 
Section 7(b) as part of a govemmentwide economic assistance 
effort. A number of federal agencies which administer programs 
Tor the benefit of Indians" have reportedly acknowledged the ap- 
plication of Section 7(b) to their contract and grant activities but 
the full impact or implications of their preference authority has 
yet to be systematically analyzed. The difference between the type 
of "for the benefit of Indians'^ activities affected by Section 7(b) and 
gcvernnpnt procurements generally, or such as may be undertaken 
by the DOD, is significant in terms of the type and scale of busi- 
ness opportunities represented. Primarily, the difference may be 
characterized as industrial versus social service. However, the po- 
tential for significant additional business opportunities represented 
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by a systematic, full-scale implementation of Section 7(b) should 
not be underestimated. 

Although the full implications of the Glover case for Indian pref- 
erence in BIA procuremerts will on'v be known over time, it seems 
clear that a broader use for this Indian preference authority will 
require Congressional action. For example, the Department of De- 
fense FY '82 Appropriation Act was amended to authorize the use 
of the Buy-Indian Act preference on a motion by Senator Peter Do- 
minici (R., N.MJ. According to recent reports, this amendment will 
be withdrawn in the FY '83 DOD bill.^s In the interim, the DOD 
Office of F^conomic Af^ustment and Office of Small and Disadvan- 
taged Business Utilization examined the question of an Indian pref- 
erence policy and, according to reliable information, concluded that 
the Buy-Indian Act authority was unnecessar>. It was determined 
superfluous to the existing preference authority for minority con- 
tractors contained in Section 8(a) of the Small Business Act. 

As discussed earlier, although the SBA 8(a) pr(^am has had 
some success in assisting Inilian-owned firms doing business in 
m£yor urban centers, its effectiveness in providing business devel- 
opment opportunities for reservation-based Indian enterprises has 
been minimal.^*^ Consequently, it would appear that an opportuni- 
ty exists for constructive initiatives designed to greatly expand op- 
portunities for Indian-owned business enterprises in terms of both 
volume and variety. Whether the greater potential lies in le^fisia- 
tively extending the Buy-Indian Act to federal procurement activi- 
ties beyond the BIA, or in overcoming the deficiencies and obsta- 
cles to effective use of SBA 8(a) preference authority, is a judgment 
that can only be made through a more systematic assessment of 
the facts and issues. 



2» It now appears that the 97th Congress did not act to exphcitly repeal the Buy-Indian Au- 
thority of the FY82 DOD Appropriation Act A number of Washington law fi-ms have been pur- 
suing legal arguments that this authority for Indian contracting' preference by DOD is stiU 
valid The 5)7th Congress also authorized a Buy-Indian Act prefereri:e jn the "Indian set-aside" 
for reservation road construction m recent legislation popularly known ps the Gas Tax Act (P L 
97-424) 

'**Ibid See also US Congress. House Committee on Small Busineas. Oversight Hearings on 
Minority Participation in the SBA 8(a) Program. June 14. 1982 
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Chapter II— The Tribal Experience 

Any study which proposes to make concrete recommendations for 
the improvement of the economic condition on Indian reservations 
must be made against the historical backdrop of tribal dependency 
resulting from a century of colonial rule under the Federal Govern- 
ment. Without this backdrop, it would be understandable for 
anyone not familiar with Indian history to arrive at naive conclu- 
sions and simplistic solutions. 

From the historical point of view, the greatest deterrent to eco- 
nomic development and growth in Indian country has been the im- 
plementation of the manifest destiny doctrine, including the self- 
fulfilling prophecy that Indians would disappear through physical 
and cultural attrition and make way for U.S. expansion.^ Through 
much of the 19th Century, including the end of the treaty-making 
era to tho 1930s, federal Indian policy had been devised to speed up 
the process of manifest destiny. The chart below illustrates the con- 
tinuity of that policy through the years: 

1800 1834 1880 1890 1900 1<)10 1920 1930 1940 1950 i960 1970 1980 

I I I I I I I I I I I I I 

Indian wars 
Tteaties of cession 

Removal Era 

A Dawes Act i Severalty Era 

"Hie Great Depression^ 

IRA & The ^iGW Deal 

Ttie Termination Era 4 Relocation 
New Frontier & Great Soc iety Era . . . 
Self -Determination Era... 

It is well known that Indian tribes suffered the loss of land rights 
m excess of $100 million acres during this period.^ These losses oc- 
curred through treaties forced on Indian tribes which extinguished 
A IJi^u!^ ^^l^^^^ nomelands. After the Cession of Treaties 
decreed by the 1871 Act of Congress, separate statutes further 
opened up Indian land areas for homesteading. Finally, the 1887 
Dawes Act authorized the sale of land to individual Indians. 

It IS not difficult to see how Indian preoccupation with the sur- 
vival of their tribes and the protection of their lands against these 
forces has left little time and resources for development. In fact, 

1/"*'°? w"',"'^ Commission. "The Economics of Indian Country " Chanter 

mi%p'm-SOr^- "'^ 'W^hington, DC Gove^nme^^ Pn^it'ing^CM^ce' 

»K Kickingbird and K Ducheneux, iOO A/iHion /lew (New York McMillan, 1973> 
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through the 19508 and 60s, the threat of termination drove tribes 
regressively deeper into a dependency attitude. In his Indian Mes- 
sage of 1970, President Nixon recognized this cause and effect; 

. . the mere threat of termination tends to discourage greater 
self-sufn<i .ncy among Indian groups." ^ 

The periods of New Frontier and Great Society programs 
brought federal development assistance to Indian country at un- 
precedented levels. However, the inherent inefficiencies and unco- 
ordinated administration of those programs took away much of the 
potential impact of these financial infusions.* Accounts of these in- 
efficiencies are well-documented in reports of the Greneral Account- 
ing Office, the American Indian Policy Review Commission, and 
from other private and independent sources.^ It must also be re- 
raembered that the years of relative affluence in federal assistance 
were also years of massive social upheaval in America, including 
Indian reservations— conditions not conducive to development. • 

Therefore, the absence of any significant levels of development 
on Indian reservations should be understood in the context of histo- 
ry; and an historical analysis is in order at the outset of any in- 
quiry into the tribal experience at economic development lest one 
conclude that the tribal status constitutes an inherent obstacle to 
development. 

Tribal governments and economic development 

An understanding of the tribal experience in relation to econom- 
ic development is equally important to an analysis of the federal 
role. Since a tribe functions as both the general purpose local goy- 
eniment which aLso owns and controls the tribal resource base, this 
issue is particularly complex. 

Traditionally, tribal governments have been viewed as public 
sector bodies with responsibility for an obligations to tribal mem- 
bers, including their economic and social well-being. In another 
sense, however, a tribal government may be considered a ''quasi 



'U.S President, Message, "Transmitting Recommendations for Indian Policy," HB Docu- 
ment No 363, 9l8t Congress, 2nd Session, 1970. 

* U S Congress, Joint Economic Committee, Tou^rd Economic Development for Native Ameri- 
can Communitm, Slst Congress. Ist Session, 1969. 

* American Indian Policy Review Commission, Task Force Seven. Final Report on Reservation 
and Resource Development and Prot«:tton (Wash> igton, DC Government Pnnting Office 1967) 
Other studies include' 

General Accounting Office, "More Federal EfTortu Needed to Improve Indian's Stendtrd of 
Living Through Business Development," (Washington, D.C.: GAO, 1978) 
M Udall, 'Indian Natural Resources Development Act of 1979 " 

General Accounting Office, "Better Overall Planning Needed to Improve the Standard of 
Living of White Mt. Apache of Arizona," (Washington, D.C.: GAO, 1975) 

General Accounting Office, "Land Management Activities on Three Indian Reservations m S 
Dakoto Can be Improved," (Washington, D.C.: GAO, 1975) 

General Accounting Office, "Indian Natural Resources-^Opportunities of Improved Manage- 
ment and Increased Productivity," (Washington. DC: GAO, 

General Accounting Office, 'Expenditures Benefiting American Indians," (Washin?ton, DC 
GAO, 1975) 

General Accounting Office, "Land Leases on Fori Hall Indian Reservation in Idaho, (Wach- 
imjton, D C . GAO, lSf74). 

U.S. Congress, Senate, "Financing the £)conomic Development of Indians and Indian Organiza- 
tions," Hearing before Subcommittee on Indian Affairs, May 31, 1973 

General Accounting Office, "Increased Income Could be Earned on Indian Trust Monie* Ad- 
ministered by the Bureau of Indian Affairs," (Washington DC * GAO. 1972) 

Joint Economic Committee, Toward Economic Development for Native American Communities, 
9Ut Congress, 1st Session 1969 

•Vine Deloria, We 7b/*, You Listen (New York; Harper and Row, 1973) 
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corporation," responsibh for the investment of tnbal resources, for 
managing those resources for the betterment of tribal members, 
r 1^,?^®""'^^ ^hat long-tenn obligations to tribal members can 
be tulfiUed. Thus, the tnbal council has particular financial and 
budgetary responsibilities, including: 

• generating adequate revenue stream 

• authorizing expenditures 

• defining capitcd imp»*ovements 

• makiag tribal investments 

In a manner typical of most governments these activities are often 
done on an annual basis with little or no long-term projection 
Management of tribal resources is too often viewed as a shon-term 
venture, with incremental annual decisions where planning is 
keyed to the tenure of elected officials^ 

This analysis suggests that a productive area to examine for fed- 
eral initiatives would be identifying incentives that would encour- 
age the separation of tribal management of private enterprises 
from the tnbal government s public service organizational responsi- 
bilities. Such o separation, if combined with other steps, should not 
only work to support the abUity of tribally-owned business enter- 
prises to function on a more business like basis, but should also aid 
the tnbal govenment to focus more attention toward its govern- 
mental functions. 

Planning and development v£eds 
As we have seen, prior to the 1960s, few tribal governments had 
much ID the way of revenue and/or programs, and planning, devel- 
opment and management capabUities were not foremost in tribal 
council pnonties. However, fhe rapia increase of federally-funded 
progranis in the 1960s and 708 and the increasing responsibilities 
assumed under PL 93-638 for administration of BIA and IHS serv- 
ices placed an immense burden on tribes to improve their capabiM- 
ties. 

In addition, the new challenge to deveJop the reservation re- 
source, to achieve "self-sufficiency '-presumed by most to mean 
adequate revenues for the ongoing economic and social well-being of 
the tnbal memberships, increases the urgency of tribal govern- 
ments to effectively plan and market their reservation develop- 
ment potentitd.3 

Over the past two decades, a number of federal agencies provided 
?^i^*^Tm%nA 5"AiPT^?"Iij"« development, among them 
id' 1 ..r'*??^' ^^P"^ Chapter One, "The Feder- 

al Kole. ) Although management skills and techniques became 
somewhat sophisticated over the years, the practices and priorities 
ot the seiMrate local programs have tended ;o mirror those of the 
parent federal funding sources. As documeated in studies by the 
blA and DOL, federal program management at the tribal level 
were generally preoccupied with grant contract compliance rather 
than with progress in an interlocking network of programs operat- 

aIJI?? 'f?Jj!T'fS?"??*"l'2?'i'' 9>>tani2ation of Indian Biuinen Enterpruej." (Tucson, 
Anzona OfTice of And Und Studies, University of Arizona, June 1981) 
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ing in tandem with tribal developmental goals." In order to safisfy 
the federal funding agencies in their accounting and reporting re- 
quirements, and federally-defined goals (often reflecting competing 
intererits of the parent programs), the local tribal programs seldon' 
coordinated among themselves towa'^d overall tribal d^^velopment. 

With the massive budget cutbacks in FY '81, federal assistance 
for reservation development planning has been decimated and 
many tribes are consolidating the various planning-related func- 
tions. Reportedly, many tribes are also subsidizing planning func- 
tions with tribal fimds. The Administration for Native Americans 
in HHS is holding out its rather limited funds as incentive for 
tribes and communities to centralize and coordinate their social 
and economic development planning. ANA's Social and Economic 
Development Strategy (SEDS) program is seen throughout Indian 
country as an effective program which initially challenges the 
tribes to organize their planning and strategy capabilities, yet re- 
frains from bureaucratic interference in the tribes' priorities or op- 
erations thereafter.* 

However, although the budget cutbacks appear to have eradicat- 
ed duplications in tribal planning functions, the need for fmancial 
and technical assistance for strategic, project-oriented planning is 
even greater in view of the need to expedite economic growth and 
investments for reservation development. Federal as. *stance, per- 
haps patterned after the successful aspects of ANA's SEDS pro- 
gram by targetiag specific management and planning needs, should 
yield results. 

The tribal enterprise 

Many tribal governments own and, through various arrange- 
ments of council committees and boards of directors, manage enter- 
prises of varying degrees of scale. The enterprises range from retail 
stores to megor resorts, and include manufacturing, lumber milling, 
agribusiness, Ashing and food processing, and construction. 

There are some successful profitable tribal enterprises providing 
secure employment for tribal members and (generally contributing 
to the tribal goal of self-sufficiency. But these are few. At a recent 
meeting of the American Indian National Bank (March '82) de- 
signed to ''showcase" successful tribal enterprises, the common in- 
gredients to success appeared to be: (1) management systems that 
provided for independence of action from political considerations; 
(2) effective marketing strategies; (3) adequate capitalization; and 
(4) an established reputation among the buyers and suppliers that 
the enterprise dealt with:^° 

Tribal enterprise has its fundamental justification and ia impor- 
tant to the reservation development scheme. Often the tribe is 
owner of the lands and resources being exploited in the venture. 
And it may be the major investor in the venture. In addition, tribal 
enterprises are often the onlv way to secure needed federal assist- 
ance for the reservation development enterprise. 



* U S. Congrefls, Senav« Select Committee on Indian Affairs 

*°Amer^n Indian National Bank, Indian EcK/nomic Develonment Survival tn the 1980$, 
(Denver, Colorado* AINB. March 1982). 
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Most federal agencies or programs, by virtue of the federal trust 
responsibility to tribes and the govemment-to-government lelauon- 
ship ith tribes, are restricted from providing dire^ financial as- 
sistance to reservation projects not owned by the .ce. Although 
there are exception? juch as the SBA and MBDA v nich target as- 
sistance toward individually-owned businesses, their record of par- 
ticipation by Indians is marginal. Where their assistance has been 
effective, the impact on tribal economies is minimal since the bene- 
ficiaries are largely Indian-owned enterprises located in urban 
areas. This suggests two areas for attention: first, .nodifying the eli- 
gibility criteria for federal assistance which, under existing law, 
must be provided directly to tribes to make possible directing such 
assistance to the tribal enterprise itself; and second, exploring the 
possibility of direct assist. \ce to tribally-owned enterprises which 
is now be" ^ pro'- led to individual Indian entrepreneurs by such 
agencies as MBD/i and SBA 

Tribal ownership and leasing 

In contrast to the marginal and sometimes ill-managed tribally- 
owned and operated im'^^try is reservation-based business devel- 
oped under terms of a lease agreement wherein ownership in the 
enterprise remains with the outside developer. Tribes and individ- 
ual Indians are the beneficial owners of resources held in trust by 
the fedenil government. In the name of a "prudent fiduciary,'^' 
there has existed in the Buieau of Indian Affairs a propensity to 
support lease arrangements with outside interests to develop 
Indian reservat^.u resources, including timber, agriculture, and 
energy M Where this attitude has been present, the lease arrange- 
ment has been viewed as assuring the most favorable retui on 
Indian resource development ventures since, tho trust relationship 
implies as its corollary, incompetence on the part of the Indian 
trust beneficiary. 

Only in recent years have a few tribes succeeded in negotiating 
joint venture agreements to develop natural resources which pro- 
vide some of the benefits of ownership to the tribal partner. In the 
minerals development area, federal legislation is now pending 
which would enhance tribal joint venturing. (Senate B'M #1894 
has passed both the Senate and the House and has been signed by 
Pr^ident Reagan.) But for the great majority of cases, what is 
needed is simply a stronger, more skilled bargaining position on 
the part of the tribeb.*^ 

Management of Indian Tribes 

The management challenge for Indian Tribes is one of gaining 
experience as well as establishing a structure and system of man- 
agement that allows for independence of their business enterprise 
from political influence and bureaucratic interference. The lack of 
high-level management capability has been identified as a major 

» ; American Indian Policy Review Commission. Task Force Seven, Final Report on Reservation 
and Resource Development and Protection (Washington. D C • L jvernment Printing Office. 1976) 
VV^„«ffi u"^!?' WH"8 Substendard Lease." American l^ian Journal. 

Volume 6. No. 6 (Washington. D.C.: Institute for the Development of Indian Uw, 1980) pp. 2-8. 
1 ^ Amencan Indian Lawyer Training Program. Summary of Proceedings on Seminar On 
Indian Natural Resource Law and Finance, May ^979 (Oakland, Caiifornia- AILTP, 1980) 
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obstacle to accessing credit and attracting investors. Because 
tribal enterprises are established for the development of tribally- 
ovmed resources and involve a majority tribal investment, it is 
often difficult to persuade tribal councils to relinquish control to an 
independent board of directors or management team. 

Difficulties between tribal councils and their business enterprises 
may occur in a variety of ways. Typical symptoms of structure- 
related operational problems include:^* 

• Enterprises are not being allowed to purchabv^ more goods 
for sale because their budget has been exceeded, even though 
this would prevent the enterprise from making additional 
sales. 

• An enterprise is not allowed to lay off tribal member em- 
ployees during slow periods to maintain a balanced employ- 
ment level, even though the employees may be idle at the 
enterprise. 

• A backlog of work in the tribal accounting office prevents 
the enterprise manager from receivinf ap-to-date informa- 
tion on the business, with resulting operational problems. 

• The tribal accounting office does not pay bills promptly 
enough to take advantage of discounts. This raises costs for 
the enterprise and is beyond the enterprise's control. 

In addition, tribal councils come under local political pressure to 
drain off tribal enterprise profits prematurely for tribal social pro- 
grams or for distribution to tribal members as per capita payments, 
often at the sacrifice of capital improvements, enterprise expan- 
sion, or contingency reserves. 

These examples of tribal government/tribal enterprise manage- 
ment problems clearly illustrate the inherent conflicts of interest 
between political and businris concerns. Improving the tribal 
system to allow adequate separation of business from local politics 
is essentially a local matter. However, a tribe can be expected to 
respond to incentives from government and private sector partners. 
Principal federal programs for tribal economic development assist- 
ance are beginning to require, as a condition for federal financing, 
that tribes produce evidence that tribal enterprises are insulated 
from politicad influence. Increasingly, Indian economic develop- 
ment seminars and conferences are finding the political-influence 
link a m^or impediment to development. Furthermore, a number 
of tribes are recognizing the criticism as valid and are putting into 
place the governmental and corporate mechanisms to help remedy 
the situation. 

Image of tribes as business partner by business leaders 

Studies over the past few years have effectively defined the prob- 
lems that reservations confront in their attempts to attract pusi- 
ness V. to access private capital. A recent study on the applicability 
of enterprise zones on Indian reservations revealed private sector 
perceptions of Indian tribes which stand as impedimente to invest- 



John Little, Development financing Alternattve$ on Tribal Lands The Lender's Perspective, 
NADSAT (Tucson, Arizona Univeraitv of Arizona, Novemb-jr 1981). 
14 ''Operational ContideraLions in the Or,*anization of Indian Business Enterprise." 

Lorraine Turner Ruffing, "The Navajo Nation: A Histo»7 of Dependence and Underdevelop- 
ment," The Review of Radical Political Ecjnomics, Volume 11, No. 2, pp 25-43. 
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ment and business relocation on reservations.^^ These factors, even 
though they may be wiv,.*g or do not reflect real situations in many 
cases, still provide a rationale for limits to the activities and the 
commitments made by businesses on reservation. The factors iden- 
tified include: 

• Lack of Awareness. A significant barrier to economic devel- 
opment on reservations is the overall lack of awareness 
among business organizations of the opportunities that 
might be afforded by Indian tribes and their resources. 

• Uncertainty to Commitment Business representatives men- 
tioned that many tribes seem uncertain atx)ut or even op- 
posed to economic development because of traditional values 
or fear of adverse consequences of growth, 

• Propensity to Consume, ^ot Invest Some business represent- 
atives felt that tribes tended to consume any resources 
rather than holding a portion back for investment. This in- 
ability to accumulate capital signaled to them that there is a 
lack of commitment to projects because tribal capital re- 
sources are not offered. 

• Unstable Political Climate, Because of frequent tribal elec- 
tions and the role of the council in business decisionmaking, 
business leaders felt that there is a constant level of political 
activity that has to be taken into account in doing business 
on reser/ations. 

• Protracted Negotiations. In doing business with tribes, busi- 
ness representatives felt that there would be protracted dis- 
cussions and negotiations, and were wary of getting into 
time-consuming negotiations that might not lead to a com- 
pleted deal. 

• Uncertain Business Relationships. Representatives of firms 
are not certain of the conditions under which business is con- 
ducted with tribes. This uncertainty pertains largely to 
issues of contracts, collateral, taxes, sovereignty and jurisdic- 
tion, and tribal courts. 

• Poor Economic Fundamentals. These relative economic dir,- 
advantages include lack of access, distance to markets, inad- 
equate infrastructure, etc. 

• Shortage of Capital. Many tribes have limited resources 
available for investment in projects for economic develop- 
ment. This is important, for such investments signal to busi- 
nesses that the tribes' commitment to development is serious 
and well-intended. 

• Labor Force Requirements. There are concerns about the 
character of the labor force available on the reservations, 
with low levels of skills and education in many cases. High 
absenteeism and high turnover rates were also mentioned as 
barriers. 

• Bureau of Indian Affairs Intervention. Many businesses felt 
that the intrusion of the BIA in any business negotiation is 
not helpful and makes dealings with the tribes difficult. 



^PPlif^^^Jf^y of EnUrpnae Zones to American Indian Reiervationa, (Arlington^ Virginia: 
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Having a third party participating in negotiations can 

become cumbersome and counterproductive. 
This sampling of opinions held by business leaders also suggests 
the possibility for federally-sponsored initiatives designed to im- 
prove communications between Indian tribes and the business com- 
munity. With minimal expense, assistance to arrange open forums 
that would bring leaders and tecknicians from both groups togeth- 
er to exchange views and information should prove successful if ini- 
tiated at a high-level. This proven method for government action 
could be a veMcle to convey attractive business opportunities to the 
corporate representatives while informing Indian representatives of 
the expectations and business practices which are prerequisites to 
sound business relations. In addition, when disputes between repre- 
sentatives and tribal leaders arise, the occasion for expert federal 
mediation assistcmce may expedite an appropriate compromise so- 
lution, paving the way for a profitable venture that otherwise was 
doomed to fail. 

Venture appraisal needs 

However, the removal of these impediments through corrective 
tribal government action or through effective, federally-assisted 
marketing is not the entire answer to reservation development. 
Nor should these private sector perceptions imply that reservations 
are rarely visited or approached by businessmen seeking opportuni- 
ties for ventures. Tribal councils, particularly those with enei^gy 
and mineral resources, are host to a legion of marketers annually, 
some with feasible proposals but most with questionable motives 
and prospects. This points up a related difficulty attributed to 
tribal government control of business development on the reserva- 
tion — the need for better capability to assess venture opportunities. 
Reportedly, real opportunities have been lost, and some poor ven- 
tures undertaken as a result of inadequate assessment capabilities. 
Again, federal assistance targeted at the specific area of need, ven- 
ture assessment, has the potential for high yields in terms of reser- 
vation-based project development rates of increase. 

It is generally accepted that tribal capital investment and busi- 
ness development decisions are necessarily pari of the tribal gov- 
ernmental process and that tribal governments need the best plan- 
ning and development capability to make these decisions. Under 
any standard of organizational analysis, the distinction must be 
made between the policy role involved in reviewing a technical 
venture appraisal, and attempting to make active analysis. Tribal- 
e'ected officials are best equipped to represent those policy inter- 
ests akin to a board of shareholders, weighing the pros and cons of 
m£gor investment decisions in terms of broad impact. Assistance to 
them should be targeted at such an appropriate level. 



>T "Operational Considerations in the Organization of Indian Business Enterprises." 



Chapter III— Legal Questions Relating to Indian Reservation- 
Based Economic Development 



The unique, fef^erally-recognized status of Indian tribes includes 
the following legal characteristics which are fundamental to any 
analysis of the potencial for development of reservation economies: 

# Indian triber^ may establibh general purpose local govern- 
ments which are essentially independent of state law. Tribal 
governments are empowered to regulate commercial and 
business transactions involving Indians and which take place 
within their geographical/political jurisdiction. 

# Indian lands and natural resources are held in trust by the 
Federal Government and as such are exempt from taxation. 
Trust property may not be sold or financially/legally encum- 
bered except with federal approval. 

# Indian tribes are immune from suit except when specifically 
authorized by Congress. 

The following chapter will briefly examine these legal questions 
in order to identify their relevance to economic development issuea 

Jurisdiction 

Under federal law, tribal powers of self-government are derived 
from two basic categories, inherent sovereignty and Congressional 
delegation. Indian tribes possess certain inherent powers of self- 
government which the law recognizes as being based on the quasi- 
sovereign status they have eiyoyed from time immemoral. Felix 
Ciohen, the most well-known legal scholar in the hip^ory of Indian 
law, summarized the legal theories involved in the concept of in- 
herent tribal powers as follows: 

Perhaps the most basic principle of all Ind^'n law, sup- 
ported by a host of (court) decisions ... is the principle 
that these powers which are lawfully vested in an Indian 
tribe are not, in general delegated, but rather inherent 
powers of a limited sovereignty which have never been ex- 
tinguished. Each Indian tribe b^ns its relationship with 
the federal government as a sovereign power, r<?cognized 
as such in treaty and legislation. The powers of sovereign- 
ty have been limited from tinie to time by special treaties 
and laws designed to take from Indian tribes control of 
matters which, in the judgment of Congress, these tribes 
could no longer be safely permitted to handle. These statu- 
tues of Congress, then, must be examined to determine the 
limitations of tribal sovereignty richer than to determine 
its sources or its positive content. What is not expressly 
limited remains within the domain of tribal sovereignty. 
(F. Cohen, Handbook of Federal Indian Law, 122 [1942]) 
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This fundamental concept of inherent tribal sovereignty contin- 
ues to be the logical premise upon which contemporary court deci- 
sions and Ck>ngressional legislation is based. While Congress has 
overall acted more to limit rather than expand tribal powers, it 
may clearly delegate pt wers to Indian tribiU govemirents just as it 
regularly does to states and other local governments. For example, 
Indian tribes may designate air quality standards under authority 
of the Federal Clean Air Act, contract for the delivery of federal 
services under the Indian Self-Determination and Education Assist- 
ant Act (25 use 450), or reflate the sale and distribution of liouor 
on the reservation (18 USC 116). On the other hand, in the Non- 
Intercourse Act, Congress limited the authority of tribes to dispose 
of tribal lands and in the Msgor Crimes Act, the authority of 
Indian tribes to enforce criminal laws was significantly L* nited. 

It is not necessary for purposes of this report to comprehensivelv 
list and comment on the full range of tribal powers. Although 
there are exceptions, Indian tribes generally possess those powers 
which are necessary to fulfill their role as general purpose local 
governments. 

What is pertinent for this study is a review of existing law to 
define the scope of tribal authority to regiilate commercial, corpo- 
rate and trade activities and the relationship of this authority to 
state law, particularly as applied to non-members engaged in com- 
merce within the reservation boundaries. As noted above, the ap- 
propriate legal proposition to begin such an inquizy is the principle 
of inherent tribe! sovereignty enunciated by Felix Cohen in his 
1942 treatise. Federal Indian Law, Cohen's analysis, in turn, is 
based on the 1934 Interior Department Solicitor's opinion entitled, 
"Powers of Indian Tribes," (55 ID. 14) which comprehensively re- 
viewed the law as it had developed up to that time. In general, the 
Solicitor opined that the Indian trib^' powers of "internal" sover- 
eignty are only limited b^ express acts of Congress and tribes' own 
actions, such as may be found in tribal constitutions restricting the 
authoritj^ of tri'jal governments. Among other powers, this in- 
cludes, * the power to determine the tribes form of government, eli- 
gibility for membership, police power over the activities of mem- 
bers, charter business enterprises, regulate commercial activity and 
to tax members and non-members. ' ' 

Although the fundamental principle of inherent tribal sovereign- 
ty cr)ntinues to be a viable starting point for such an anal^is, con- 
temporary court decisions have characterized this principle as a 
"backdrop" against which present day disputes are resolved. In 
bhort, the principle of inherent tribal sovereignty has not been re- 
garded as dispositive of the type of issues contemplated in this sec- 
tion. Rather, when one contemplates the legal issues of tribal-state 
jurisdictional interaction one is confronted with some of the most 
disputed and litigated questions in the field of Indian law. 

The courts and Congress have departed from the status of the 
law regarding tribal powers of government in Cohen's day in major 
ways. Perhaps the most significant action taken by (jongress is 
adoption in 1953 of a statute commonly referred to as Public Law 
280 which transferred a broad measure of criminal and civil juris- 
dication over Indian tribes specifically to six states and authorized 
all others to assume the same degree of authority. [Public Law 83- 
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280 is codified at 28 USC 1360 and 18 USC 1162]. Subsequently, six 
additional states assumed varjdng degrees of jurisidiction over 
some or all of the tribes within their boundaries. (A comprehensive 
review and analysis of the P.L. 280 experience may be found in 
Carol Goldberg's article, "Public Law 280: The Limits of State Ju- 
risdiction Over Indian Reservations," 22 UCLA L. Review 535 
[1975].) 

Public Law 280 expressly exempted from state jurisdiction au- 
thority to tax or encumber tnist properties or regulate Indian 
hunting and fishing rights. However, until the Supreme Court's 
recent decision in Bryan v. Itasca County 426 U.S. 373, (1976) it had 
been assumed that Statt* P.L. 280 civil iurisidiction included au- 
thority to tax transactions involving Inai»n personal property as 
well as regulate land use activities. However, the Bryan case sig- 
nificaRcly narrowed the scope of state civU authority to ''acUudica- 
tion" of civil disputes. Moreover, recent case law authority stands 
for the proposition that this "adjudication" authority is only con- 
current with and not exclusive of tribal civil jnrisdication. (See, for 
example. Confederated Tribes of the Colville Reservation v. Beck 
[E.D. Wa' nj Dec. 21, 1978.) 

In 1968 Congress enacted the Indian Civil Rights Act (25 USC 
§ 1301 et seq.) which required that Indian tribal governments 
comply with a modified form of the Bill of Rights in the exercise of 
their powers of self-government. Although this law was thought to 
confer authority on the federal courts to review tribal actions 
against the standards 8€ t out in the Indian Civil Rights Act, the 
Supreme Court's decision in Santa Clara Pueblo v. Martinez, 436 
U.S. 49 (1978) limited federal court review to habeas corpus peti- 
tions. Consequently, although tribal relation of business transac- 
tions on the reservation are subject to the provisions of the ICRA, 
assertion of such nghts are largely constramed to available tribal 
judicial and legislative forums. This conclusion was recently af- 
firmed by the 9th Circuit Federal Court of Appeals in TYans- 
Canada Enterprises, Ltd. v. Muckleshoot Tribe, 634 F.2d 474 (9th 
Cir, 1980). The court correctly interpreted the holding in Santa 
Clara Pueblo v. Martinez as only authorizing federal courts habeas 
corpus iurisdiction in suits against tribes. A U.S. District Court 
rulmg had incorrectly used Santa Clara as authority to prohibit 
enforcement of a tribal business licensing ordinance against a non- 
Indian corporation. The 9th Circuit, recognizing the error, reversed 
the District Court thereby affirming both the principle of tribal ju- 
risdiction over such matters as well as the limits of federal court 
jurisdiction over Indian tribal actions. 

Independent of Congressional action, the federal courts have (as 
one may have assumed) dealt with state-tribal conflicts not simply 
on the basis of the theory of inherent tribal sovereignty. Rather, 
beginning with load cases of Williams v. Lee 358 U.S. 217 (1959) 
and Warren Trading Post Co. v. Ariz. Tax Comm. 380 U.S. 685 
(1965) the courts have adopted dual theories referred to as the "in- 
fringement test" and "preemptive federal jurisdiction". Briefly, the 
courts examine the tribal-state jurisdictional conflicts to determine 
whether the assertion of state power either "infringes on the rights 
of Indian tribes to govern themselves," or "intrudes into an arena 
of government action that had been preempted by the assertion of 
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federal authority." For example, in the Warren case, the federal 
Indian trader lawt, (25 USC 261 et seq.) were viewed as preempting 
Arizona's attempt to levy taxes on transactions involving a licensed 
Indian trader doing business on the Navajo reservation. 

While this analysis is grossly over-simplir.ed, especially in light 
of more recent cases iiiterpretmk Williams and Warrei., the point 
is that the results of subsequent Taw suits dealing yp\h th? clash of 
tribal and state authority over commercial and business transac- 
tions involving Indians on the reservation will be very unpredict- 
able. Even though assertion of tribal authority over such matters 
may be upheld in the courts, there is no assurance that such au- 
thority will be exclusive of state authority. The trend would appear 
to bo in the direction of a case-by-case delineation of tribal jurisdic- 
tion wh?re evidence of careful tribal regulation along with the con- 
nection of the activities to uniquely tribal interests is weighed 
against the state's traditional interest in regulating non-Indian ac- 
tivities. 

Trust status of Indian lands and resources 

The legal title to Indian lands and natural resources resides in 
the United States as trustee while the tribe or individual owner, as 
the case may be, possesses rights of occupancy and use as beneficial 
owner. For purposes of this discussion, the basic characteristics 
which result from this relationship are that trust la ds and re- 
sources cannot be sold, conveyed, or otherwise legally encumbered 
(e.g., taxed, mortgaged, etc.) without the express approval of the 
trustee. Under its Constitutional authority as derived from the 
Commerce Clause, Congress may, by statute, terminate this trust 
status or authorize the executive branch to approve the sale, lease, 
conveyance or development of trust resources. However, in the ab- 
sence of an express authorization by Congress, neither the execu- 
tive branch nor state or tribal governments are empowered to dis- 
pose of or otherwise place restrictions on trust resources. As noted 
above, this has been interpreted to include the imposition of feder- 
al, state and tribal taxes on trust property and on income directly 
derived from trust resources by the beneficial owner as distin- 
guished from a lessor or other thiid party. 

Perhaps the best analysis of the trust doctrine may be found in 
Reid Chambers' article on "Judicial Enforcement of the Federal 
Trust Responsibility to Indians." 27 Stan. L. Rev. 1213 (1975). These 
sweeping restrictions pertaining to Indian lands date back to the 
actions of the 1st Continental Congress and its passage of the 1790 
Indian Non-Intercourse Act which has since been codified at 25 
use 177. Subsequently, treaties between the U.S. and various 
tribes have been interpreted as embodying a self-imp^ed duty of 
protection toward Indian lands and resources on the nart of the 
Federal Government. 

Over the years, complicated procedures for the sale of lands al- 
lotted to individual Indians as well as the leasing of Indian lands 
for grazing, agriculture, forestry development, mining, recreation 
and other purposes have been codified in federal law and extensive 
regulations developed (see, for example, 25 USC 415— leases of re- 
stricted lands for public, religious, educational, recreational, resi- 
dential, business, and other purposes). The Secretary of the Interior 
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and his designees administer these laws and regulations through a 
network of national, regional and local offices, the net effect of 
which is to insure that all Indian land-related transactions are 
closely, although not always competently, supervised. 

The provisions of Indian trust laws which are pertinent to our 
inquiry relate to the terms and conditions applicable to the use of 
Indiaii trust land for business ventures. Since only land allotted to 
individuals may be sold, and only then under closely regulated con- 
ditions (25 use 404, 405), the use of federal leasing authority repre- 
sents the primary alternative for developing of reservation-based 
business projects. Assuming that development of a reservation 
would involve the construction of buildings and other permanent 
improvements to the land, the rights of individual entrepreneurs 
and investors in the land and nxtures must be long-term and 
secure. Without such security, the financial risk would be simply 
too great except for very specialized kinds of enterprises. Relevant 
federal regulations (25 CFR 131 et seq.) provide that trust land may 
be leased for business purposes but such leases . . shall be limit- 
ed to the minimum duration, commensurate with the purpose of 
the lease, that will allow the highest economic return to the owr'^r 
consistent with prudent management and conservation practices, 
and except as otherwise provided for this section (e.g. 25 years) . . . 
unless the consideration for the lease shall provide for periodic 
review, at not less thant 5 year intervals, of the equities in- 
volved . . . (such leases) shall not exceed 25 years but may include 
provisions authorizing a renewal or an extension of one additional 
term of not to exceed 25 years, except (a listing follows of reserva- 
tions regarding whxh Congress authorized a waiver of the 25 yeai 
limit, usually for a period not to exceed 99 years)' —25 CFR 131.8. 

The leasing regulations go on to provide tha^ ' improven*ents 
placed on the leased land shall become the property of the lessor 
unless specificallv exempted therefrom imder the terms of the 
lease." (25 CFR 131.9) and, ' . . . a sublease, assignment, amend- 
ment or encumberance of any lease or permit issued under this 
part may be made only with the approval of the Secretary and the 
written consent of all parties; (but) the lease may contain provi- 
sions authorizing the lessee to encumber his leasehold interest in 
the premises for the purpose of borrowing capital for the develop- 
ment and improvement of the leased premises. The encumbrance 
instrument must be approved by the Secretary." (25 CFR 131.12) 

For purposes of analyzing the practical effects of these legal con- 
siderations, the following discussions will examine the impact on e 
development project such as a shopping center complex or industri- 
al park. 

We assume, for example, that the potential tenants or occupants 
of an Indian reservation-based development complex could include, 
but not be limited to the following categories: 

• Individual proprietors, Indian and non-Indian 

• TribrUy-chartered or created enterprises in which the con- 
trolling ownership interest resides in the tribe 

• Corporations chartered or doing business under tribal au- 
thority but not owned by the tribe 

• Corporations chartered under other than tribal law doing 
business entirely within the reservation 
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• Subsidiaries, franchises or concessions of corporate entities 
whose primary operations and residence are not on the res- 
ervation 

Regardless of the lype of enterprise or the corporate status, the 
mcgor obstacle posed by Indian land leasing laws would appear to 
be the limited term of years authorized under the law ana regula- 
tions for such leases. Unless the business is established on one of 
the small number of reservations for which 99-year leases have 
been authorized, a lease for business purposes is limited to 25 years 
with a possibility, but not a right, to renew for an additional 25- 
year term. While other requirements, such as the surety rule (25 
CFR 131.5(c)) appear to be waiveable by the Secretanr, the 25-year 
term limit does not. This limit would obviously be of greatest con- 
cern to business operations requiring significant capital invest- 
ments in the form of improvements and fixtures. However, even 
smaller businesses where the start-up costs are nominal may be 
greatly inhibited if they could not be assured of longer term option 
rights. 

An additional consideration which could increase the financial 
risk involved stems from the fact that a leasehold interest, as con- 
trasted with a fee interest, except for special circumstances, is 
simply not as useful fcr purposes of collateral. Lending institutions 
and investors are traditionally reluctant to accept a leasehold in- 
terest which is not readily transferable and for which there may be 
only a limited market. Although, as a practical matter, the same 
limits may apply to fee land within a reservation, lending institu- 
tions are much more comfortable with a known quantity, i.e., mort- 
giuzes, assigmnents and liens. 

The above discussion is premised on the assumption that a pro- 
posed development would be situated on tribal land compared to al- 
Iotte<f or fee lands within a reservation. Further, the assumption is 
also made that no unusual purposes are contemplated for the land 
which would call into play other "trust law" considerations (e.g., 
mineral development on the basis of a joint venture, significant de- 
mands for ground water, or public purpose right-of-way, condemna- 
tion actions for rail, road or power lines)- There would appear to be 
several management advantages, as well as possible tax and juris- 
dictional advantages in situatmg a development on tribal lands. 
For example, securing the consent of sometimes multitudinous al- 
lotment owners could be avoided and the decisional law would 
seem to favor a tribe's legal argument for assertion of exclusive 
tribal jurisdiction based on the fact that its vital economic interests 
are at stake if tribal (versus fee lands) are involved. (See U,S, v. 
Montana, 450 U.S. 544, 1981). 

Despite the potential limits on a development project stemming 
from the 25-year limit on trust land leases, our preliminary conclu- 
sion is that an amendment to trust status law is not called for. 
Many tribes have successfully attracted the type of enterprises con- 
templated for such a development to reservations under existing 
law. It Mes within the discretion of federal executive branch policy 
makers to facilitate leasing in a development within the param- 
eters of existing law. One should be able to validly assume that the 
Administration could make it a pnority to cooperate with tribal 
economic self-sufiiciency initiatives as represented in such a pro- 
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posal and existing law would allow Secretarial discretion in expe- 
diting the approval of leases which are part of a development. 

Perhaps the most crucial item would be the artful drafting of 
provision for an extension of the lease which would favor the lessee 
and have the effect of recognizing an enforceable option to renew. 
Interior Department ofBciak with extensive experience in such 
matters should be consulted on this issue for a more definite inter- 
pretation of the provision in question (25 CFR 313,8(a)). 

In our view, the available literature on Indian economic develop- 
ment trends leads us to conclude that Indian trust land restrictions 
as represented primarily in the leasing laws, have not been a major 
causative factor of Indian tribal under-development. While these 
limits have undoubtedly had some inhibiting effect on potential de- 
velopers, investors, and creditors, adequate land tenure rights are 
available under existing laws, particularly where the economic en- 
vironment for the enterprise in question is favorable and experi- 
enced individuals are involved. In short, the suggested trade-off of 
taking the land out of trust in order to facilitate or stimulate the 
economic conditions simply does not seem justified or necessary 
based on the law and the historical record. 

Indian tribal sovereign immunity 

This section reviews the relevance of the doctrine of sovereign 
immunity from suit as it pertains to tribes and tribally-chartered 
corporations. When considering pai cicipation in business ventures, 
Indian tribes must carefully consider both the benefits and the li- 
abilities which flow from such participation. It is the purpose of 
this section to review the status of the law, extrapolate a t 
from the available judicial decisions, and draw conclusions : to 
probable consequences and legal ramifications of waiving i^oal 
sovereign immunity to the extent necessary to conduct business 
with outside business entities. 

The three m£gor aspects necessary for review are: 

1. The sovereign immunity from suit of a tribe when it acts as 
a government in establishing a development project. 

2. The sovereign immunity doctrine as it applies to a tnbally- 
chartered business corporation and subsidiary tribally-char- 
tered corporations opeT'ating within the reservation. 

3. Application of the sovereign immunity doctrine when a tribe 
operates both as a government as well as when it authorizes 
the establishment of tribally-chartered business corporations 
independent of the Indian Reorganization Act of 1934 (48 
Stat. 984; 25 USCA § 461-479). 

It is a well established principle of law that Indian tribes, as sover- 
eign entities, are immune from suit. (U.S. v. C/.S. Fidelity and 
Guaranty Co., 309 U.S. 506 (1940); Thebo v. Choctaw Tribe, 66 F. 
372 (8th Cir. 1895); Maryland Casualty Co. v. Citizens National 
Bank of West Hollywood, 361 F.2d 517 (5th Cir. 1966); Puyallup 
Tribe v. DeoL of Game, 433 U.S. 165 (1977).) Such immunity may be 
waived, either bv Act of Congress or by the tribe itself under au- 
thority of federal law. 

Judicial decisions have consistently held that this immunity an 
attribute of inherent tribal sovereignty, is not subject to attack so 
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long as the tribe, acting as a government, asserts its immunity as a 
defense. 

Indian nations, as an attribute of their quasi-sovereign- 
ty, are immune from such, either in the federal or state 
courts, without Congressional authorization. Maryland 
Casualty, supra, at 520. 

Individual tribal members, however, are not protected by the doc- 
trine when acting as individuals, but are protected by the doctrine 
when acting in their capacities as tribal employees and officials. 
Thus, the status of the sovereign immunity of a tribe is at this 
point equal to that enjoyed by states and the federal government. 

For purposes of the immunity issue, courts make no distinction 
between a tribal government performing proprietary or govern- 
mental function 

The fact that the Seminole Tribe was engaged in an en- 
terprise private or commercial in character, rather than 
governmental, is not material . . . The Supieme Court has 
not hesitated to hold the immunity applicable in actions 
for liabilities arising out of private transactions. Maryland 
Casualty, supra, at 521-22. (Emphasis added.) 

Tribal immunity from suit is therefore more extensive than that 
of states and the Federal Government because tribes have not gen- 
erally waived immunity, as many states and the Federal Govern- 
ment have, on specific issues. This does not mean, however, that 
tribes are incapable of authorizing a limited waiver of their immu- 
nity to induce the participation of non-tribal business firms in a 
venture or buciness relationship. 

As we have seen, limited waiver of tribal immunity from suit 
may be a necessary prerequisite to a tribe participating in an on- 
reservation business venture. The line of cases examined above in- 
dicates an absolute immunity of the tribal government, absent af- 
firmative tribal. Congressional or other federal waiver. Less clear 
from the decisions if. the effectiveness of an aimplied waiver. Fur- 
ther uncertainties arise on the issue of express tribal consent. The 
question then becomes to what extent may the tribe itself waive its 
sovereign immunity from suit. 

The Indian Reorganization Act (IRA), supra, served to redirect 
the federal perspective on U.S.-Indian relations. Passage of the Act 
recognizee the sovereignty which Indian governments inherently 
possessed. As such, the IRA was not a grant of power to the tribes, 
but a federal recognition that those powers of self-government al- 
ready existed. It attempted to induce Indian governments to adopt 
a limited version of the American Constitutional form of govern- 
ment. Iv has also been interpreted to acknowledge that triMs pos- 
sess other governmental powers beyond those enumerated in the 
IRA, so long as those powers had not been terminated by either 
federal law or treaty. 

Section 16 of the Act (25 USCA § 476) authorized tribal councils 
to establish constitutions, and allows for tribal input into the Sec- 
retary of the Interior's decision-making process when it affects the 
rights of the tribe and its members. Section 17 (25 USCA § 477) pro- 
vides for the incorporation of a tribe after ratification of a corpo- 
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rate charter in a special tribal election. The tribal corporate char- 
ter allows, among its enumerated powers, the following: 

. . . such charter may convey to the incorporated tribe the 
power to purchase, take by gift, or bequest, or otherwise, 
own, hold, manage, operate, and dispose of property of 
every des^^ription, real and personal ... and such further 
powers as may be incidental to the conduct of corporate 
business, not inconsistent with law, but no authority shall 
be granted to sell, mortgage, or lease for a period exceed- 
ing ten years any of the land included in the limits of the 
reservation . . . 

An opinion of the Solicitor of the Department of the Interior (M- 
36119, February 14, 1952) addressed the issue of the extent of the 
power to make and perform contracts and agreements under Sec- 
tion 17 of the Act. The Solicitor stated that: 

It seems to be clear that section 17 permits the Secre- 
tary to grant to incorporated tribes far-reaching powers 
with respect to the conduct of business activities, including 
the making and performance of tribal contracts, and that 
the Secretary is subject, in this regard, only to the limita- 
tions expressly stated in the section ... (It) is a purpose 
of incorporation to provide the means for the conduct of 
business activities in a business-like way . . . 

It is apparent that the IRA was intended to encourage tribes to 
incorporate, and once incorporated, to conduct business activities in 
much the same way, and with many of the same powers as any 
other business corporation. 

The basic theory enunciated in earlier court decisions to the 
affect that express Congressional consent is necessary before a 
tribe or tribally-chartered corporation may waive its sovereign im 
munity has been modified. The underlying rationale for such a 
trend is the recognition that Indian tribes are not arms of the Fed- 
eral Government, but separate, semi-sovereign governments. 

In Maryland Casualty v. Citizens National Bank of West Holly- 
wood, supra, the court examined the ability of a tribal corporation 
chartered under 25 USCA § 477 to waive its immunity to a limited 
extent. Section 9 of the charter allowed the Seminole Tribe to sue 
or be sued, but excluded from the waiver the power to levy a judg- 
ment, or execute a lien or attachment upon any of the property of 
the tribe. Based upon the waiver as well as the rule of liberal con- 
struction that doubtful expressions be construed in the tribes' favor 
(See Squire y. Capoeman, 35 U.S. 1 (1956)), the Fifth Circuit found 
that the tribe was immune from garnishment proceedings, and 
thus validated the limited waiver found in the tribal corporate 
charter. 

In Namekajon Development Co, v. Bois Forte Reservation Hous- 
ing Authority, 516 F.2d 508 (8th Cir., 1975), the Eighth Circuit af- 
firmed the decision of the U.S. District Court, Fifth Division, Min- 
nesota. The district court concluded that a tribally-created subsidi- 
ary corporation may be held liable for a contract violation while 
the tribe which authorized the subordinate corporation retained its 
sovereign immunity from suit. Basing its decision on the analogy 
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that federally-created corporations do not acquire the sovereign im- 
munity of the United States unless the law creating such corpora- 
tions expressly conferred immunity, the court held that the Bois 
Forte Housing Authority could be sued despite the fact that both 
the Tribe and the Bois Forte Business Committee, a tribal govern- 
ing body, were immune from suit. A tribal ordinance created the 
housing authority and included a clause which stated: 

The Council hereby gives its irrevocable consent to al- 
lowing the Authority to sue and be sued in its corporate 
name, upon any contract, claim or obligation arising out of 
its activities under this ordinance. (395 F.Supp. at 27) 

The court found this waiver sufficiently clear on its face to waive 
any liability which might otherwise accrue to the tribe. Further, 
the court discussed the power of the Business Committee to create 
a limited purpose corporation and found that the Business Commit- 
tee had that power. Citing Turner v. t/.S., 248 U.S. 354 (1919), Felix 
Cohen's Federal Indian Law, and Cohen's discussion of Thebo v. 
Choctaw Tribe, 66 F.372 (8th Cir. 1895), the court indicated that 
either tribal or Congressional consent was necessary before a tribe 
may be sued. 

Finally, the Court in Bois Forte stated that *\ . . the power to 
waive immunity is inherent in the power to assert it." 395 F.Supp. 
at 28, In its holding that an IRA §477 tribe can waive its sovereign 
immunity, the court in Parker Drilling Co, v. Metlakatla Indian 
Community, 451 F.Supp. 1127 (1978) reached the same conclusion. 
(See also Atkinson v. Haldane, 569 P. 2d 151 (Alaska 1977). 

In a number of decisions, courts have held that tribal power to 
waive immunity exists as a necessary incident of their ability to 
conduct business as a corporate entity. Such a waiver should not be 
seen as blanket authority to endanger tribal trust assets. The 'lim- 
ited" feature of any tribally-proferred grant of the right to be sued 
should stop short of any possible encumbrance of trust assets. Such 
limited purpose, tribally-chartered or authorized corporations 
should be able to effectively enter into a conventional business re- 
lationship. Narrowly-drawn tribal waivers of immunity should also 
withstand strict judicial and Secretarial scrutiny. 

A similar conclusion must be reached when anal3rzing the status 
of Indian tribes which have elected not to organize under IRA. 
Today, fewer than 50 percent of all federally-recognized tribes are 
IE \ chartered. Yet, virtually all of these tribes operate tribal gov- 
ernments of varying degrees of complexity to the satisfaction of the 
Secretary of the Interior and many other federal entities. If it pos- 
sesses sufficient "federal attributes," a non-IRA tribe should be 
subjected to the same judicial scrutiny as an IRA tribe. By logical 
extension of this premise, if it is found to be an effectively func- 
tioning tribal government, it must be found capable of exercising 
its right to waive, to a limited degree, tribal sovereign immunity. 
Consequently, there is little bpclo to make a distinctio'i betwei^n 
IRA and non-IRA tribes for purposes of evaluating part'cipation in 
business ventures. 

As an alternative to such "waiver of immunity" steps, tribes may 
also consider contracting with an insuror to assure liability to the 
satisfaction of potential business partners. Tribes chartered under 
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ihe IRA may wish to amend their charters to provide for limited 
liability through an insurer as an alternative. 

In conclusion, we note that as sovereign, a tribe cannot be sued 
v/hen it functions in its capacity as a government, ab&ent an effec- 
ciye waiver of immunity. A tribe would be totally immune from 
fljuit when it operates as a unit of government in establishing a de- 
velopment, unless if effectively and voluntarily consents to a limit- 
ed v;aiver, or otherwise contractually obligates itself to accommo- 
date a business relationship. In any event, federal law would ex- 
pressly prohibit a tribe from waiving immunity from suit for pur- 
poses of exposing to financial risk its trust assets. As a further lim- 
itation, any waiver of tribal sovereign immunity may contain an 
express proviso that pursuit of any judiciable issue shall be subject 
to the exclusive jurisdiction of the tribal court of that tribe, and 
that the decision of the tribal court is final. 

Although the trend in recent years has been away from a strict 
interpretation of the requirement of express Congressionad assent 
for a limited waiver of tribal sovereign immunity to be valid, there 
may still be room for questions on this issue. Court« have been ex- 
amining the purposes of the waiver, impliedly considering the equi- 
table grounds for allowing a valid waiver, and applying general 
corporate business principles to their analyses of the cases brought 
before them. The tribe as a business corporation, or certainly as a 
tribally-chartered subsidiary corporation has been successful in cre- 
ating a limited waiver of tribal sovereign immunity under condi- 
tions that demonstrate that immunity has been knowingly and val- 
idly waived. The trend in federal cahcs has also been to downplay 
dist' •tions between IRA tribes for the purposes of creating tribU- 
ly-c.eated, limited purpose corporations. IRA and non-IRA tribes 
may be held to the same standards when analyzing ihe extent of 
their powers, including the ability to waive sovereign immunity. 
However, without the tool of limited waiver of sovereign immunity, 
Indian tribes may bf; restricted in their efforts to develop and par- 
ticipate in successful business development projects. 

In summary, there appears to be a real value in efforts to resolve 
legal uncertainties surrounding the question of who has jurisdic- 
tion over business and commerce on the reservation which involves 
non-Indians. From a business owner's point of view, such uncer- 
tainties mav serve as a disincentive to commit resources to projects 
that mp- be subject to dual taxation or conflicting regulatory 
claims uetween state and tribal governments. As noted aTOve, de- 
' elopments in the law appear to be reinforcing the state's tradi- 
tional prerogative to exercise authority over non-tribal members 
where no tribal or federal interest is involved. However, tribes 
have a clear interest in asserting regulatory and taxation authority 
which would enhance their economic position as well as enable 
them to offer incentives for business developir.ent by non-Indians. 

It is not difficult to justify a federal interest in resolving these 
legal uncertainties through supporting the tribes in creating an 
economic climate favorable to private enterprise development. 
Thus, a worthy initia^iive which the administration may wish seri- 
ously to consider lies in the area of tribal business law develop- 
n^ent. Nearly all tribes lack the most basic business licensing, in- 
corporation and regulatory laws which woidd protect the legitimate 
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creditor, investor and consumer interests of Indian and non-Indian. 
Such law development, if coupled with adequate enforcement capa- 
bilities, could not only create a favorable environment for private 
enterprise growth on reservations but also strengthen a tribe's 
legal position in the face of competing or conflicting state govern- 
ment jurisdictional assertions. Cr course, careful consideration 
needi to be given as to how federal assistance and support in this 
a* ea could be accomplished most effectively and with economy of 
resources. 
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Chapter IV— Capital and Financing 



Nearly all informed observers and commentators have identified 
the difficulty in accessing capital as an overriding problems inhibit- 
ing economic development in Indian country. This includes devel- 
opment capital as well as commercial financing for business 
projects. For ail but a few economically-advanced tribal communi- 
ties, the acct43£ to and integration with financial markets is simply 
non-existent.^ However, although "accers to capital" is a problem 
with consensus priority in all sectors of Indian economic develop- 
ment advocacy, the more fundamental problem is the absence of fi- 
nancial structure which would allow for capital formation within 
Indian communities. 

Little credit intermediations or savings institutions of any kind 
exit within Indian reservations. There are virtually no savings and 
loan associations, mutual savings banks, finance companies, invest- 
ment companies, real estate investment trusts or insurance compa- 
nies. Thus, capital flows out of the reservations to the non-Indian 
"bordertowns," and is not multiplied within the reservation econo- 
mies. The sometimes large demand deposit accounts of tribal gov- 
ernments or tribal programs are necessarily handled in off-ree . '^'a- 
tion banks, and millions of dollars in Indian trust funds are invest- 
ed XX. ney markets throughout America. If tribal governments 
and incuvriduals are depositing, conducting payment transactions, 
and investing in money market instruments via financial institu- 
tions outside of reservation economic systems, it follows that there 
are fevv opportuniti(^ whereby savings can accumulate indigenous- 
ly. 

Recent studies addressing the problems of tribal economies, par- 
ticularly those of Sioux Indian economist Robert W. McLaughlin, 
who has characterized the reservation as a "capital desert,'' are at- 
tributing the phenomenon to the pervasive dependency of reserva- 
tion life on publicly funded subsidies and the non-bank intermedia- 
tion of federal assistance program administration. ^ These factors 
must be taken into account to fully comprehend the Indian reser- 
vation economic situtation. 

Eric Natwig, in his report on Institutional Barriers to Financing 
Development Projects in Indian Country, discussed the reservation 
economic contexts: 



' John R, Brown, "Report on the Economic De'.e Jpment Needs Assesament Survey," Inita- 
Uvea :n Development Finance: Creating an Ame tcan Development Finance Corporation, Vol I 
(Albuquerque. New Mexico. American Indian Fevelopment Corporation* 1982). See also Ameri- 
can Indian Policy Review Commission, Task Force Seven, Final Report on Reservation and Re- 
source Development and Protection (Washington, D.C.: Government Printing QfTice 1967) 

*Am*^ncan Indian Policy Review Commission See also Robert W Mclaughlin, "Notes on 
Indian Economic Development," Ft. Yates, North Dakote. Standing Rock Sioux Tribes, March 
1982 (revised draft) 
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Generally, Indian reservations are located on lands 
which possess marginal resource bases remote from major 
marked. Indian management skills are underdeveloped; 
entrepreneurship of any significance is only recently 
emerging. Physical infrastructure is underdeveloped or 
nonexistent. Capital accumulation has been very limited 
and capital is unevenly distributed among tribes.^ 

Reportedly, even when tribes have established fairly sophisticat- 
ed shopping centers to serve reservation markets, many people 
(particularly federal employees who comprise a significant portion 
of the reservation markets) would do their weekly shopping off the 
reservation to take advantage of the availabiUty of liquor, bowling 
alleys, golf courses, and other amenities not found on most reserva- 
tions. Of course this consumer behavior pattern is also found 
among non-Indian rural communities. 

Accessing credit and commercial financing 

Commercial lending institutions have reportedly operated on the 
premise that there are extraordinary financial risks involved in 
commercial lending to reservation-based business enterprises. Al- 
though sources and amounts are limited, individual Inaians have 
been much more successful in securing funds through commercial 
lending insitutions near the reservations than tribal enterprises; 
and consumer credit has far outweighed business loans to individ- 
ual Indians. Availability of such financing is hindered by two un- 
certainties from a commercial lender's perspective: (1) trust status 
of most real property and (2) jurisdiction of debtor and security in- 
terests.* 

Commercial lenders require collateral for their loans. The lack of 
authority for tribes or indi^/idu&Ls to use their lend, their main 
asset, as security, requires that they mvst pledge other assets. Pri- 
mary sources of collateral that lenders hzve indicated they will 
accept are certificates of deposit assigned to the bank or assign- 
ment of lease rental income collected by a third puriy. However, 
even if such sources of collateral were pledged, off r-^ervation lend- 
ers perceive reservation*based loans as nsky for r^aer reasons. 
Banks fear that in the event of a loan defaiJt, thei" '^icourse may 
be limited. If the tribe which is requesth^g r loan has not organized 
to the extent that it has a corporate charter, ' ' cannot ''sue or be 
sued," and a bank therefore could not rec^^^'jr a potential loss 
through legal action in court. Furthenaore, off-reservation lenders 
who are not tribal members, ar*> apparently reluctant to press 
their claims in tribal courts as they feel they would be at a disad- 
vantage in tribal proceedings. 

Among other problems noted by lenders is the expense of servic- 
ing loans to reservation Indians. These costs include those relating 
to the distance of reservations froir lending institutions and the ad- 
ditional time required to properly monitor loans where manage- 
ment problems may be perceived tc he at issue. ^ 



^ Eric Natwig) "Institutional Barriers to Financing Development ProjeCkS in Indian Country," 
Initiatives tn UeveloDment Finance: Ct eating an American Development Finance Corporalion, 
Vol. I (Albuquerque, New Mexico' American Indian Development Corporation, 1982) p 3 
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For the reason noted above, loans to reservation Indians are gen- 
erally considered to be high risk loans. In order to minimize risk, 
banks have required up to 100 percent federal loan guarantees. Be- 
cause the bank s exposure has been reduced to only the administra- 
tive time taken to process loans, it has been reported that the 
banks had no incentive to properly monitor these loans, and this 
contributed to project failures. An official at the Bank of America 
stated that in light of the substantial reduction in federal loan 
guarantees, it was likely for his bank that loans to Indian ventures, 
among other minority loans, would be curtailed.* 

While commercial-lending institutions' reluctance is justified in 
part, a major cause is a perception in the industry that is based on 
misinformation or on lack of knowledge of alternative ways to 
secure such financing. 

The American Indian National Bank (AINB) has specialized in 
reservation based financing for Tribal enterprises and has pio- 
neered a num^ier of lending techniques that offer promising alter- 
natives.^ Naturally, AINB's small size and distance from the reser- 
vations has limited its ability to expand financing service. Howev- 
er, it may be appropriate for the administration to consider spon- 
soring an information service directed at the banking industry to 
encourage their willingness to extend credit to Indian enterprises 
based on proven lending techniques that are viable alternatives to 
conventional forms of collateral and security interest protection. 

Development financing 

Sources of equity or development financing are urgently needed 
to complement commercial lending to Indian country. Business en- 
terprise start-up costs need to be financed in ways that will not 
overburden the project during development phases. It has been 
pointed out that commercial banks are not appropriate to finance 
development projects, which require long-term financing because 
banks, in order to maintain liquidity, primarily loan for the short 
term.® According to Nancy Barbe: 

Banks provide the least desirable form of financing for a 
small growing firm. They provide only debt, the amortiza- 
tion of which reduces the ability of a small firm to reinvest 
profits and grow. Furthti-more, shorter term financing 
sharply increases the debt service demands on a firm pre- 
cisely at the time when their demands for capital are the 
greatest, further constraining the growth of small firms. ® 

"Venture capitalists,'* who provide longer-term investment cap- 
ital, specialize in high-risk ventures and it would appear that this 
is a much better suited form of financing for reservation ventures. 
However, vent'^re capitalists favor high technology, high return 
ventures with exuemely fast growth potential with sound manage- 



• Ibid , quotinff "Personal communication with Cecil Byrd, Vice President, Bank of America, 
Los Angeles, California, April 13, 1981 

n ' Anwrican Indian National Bank, "Guidelines for Tribes and Tribal Businesses on Obtaining 
Bank Financing, Indian Economic Development Survival in the 19808. (Denver, Colorado. 
AINB, March 1982) 
' Eric Nat wig. D 13. 

•Ibid , citing Nancy Barbe, "Financing Rural Business An Analysis of Source* of Long-Term 
Capital ' Paper prepared for the National Rural Center, March 1980, p 9 



ERLC 



^"Iest copy available 



42 



ment. Reservation enterprises are generally conventional in nature 
and are thus lefiS attractive. Experiencec* management is perceived 
to be lacking. Also the remoteness of reservations place them at a 
disadvantage in attracting venture capital, as venture capitalists 
generadly concentrate on firms located close to their Ox"fices so they 
can maintain close advisory relationships with the enterprises they 
finance. 

Tribal funds constitute a source of development financing which 
has been used successfully by a small number of tribes endowed 
with simificant income producing natural resources. Forestry and 
mineral resource devr^lopment in particular has produced a source 
of tribal funds on some reservations which has been invested in 
Indian-owned business enterprises providing jobs and leveraging 
additional capital from private sources. The experience gained by 
such tribes as Warm Springs, Nav^o, Yakima, Jicarilla, Apache, 
Shoshone, and others, to name only a few, is worth examining 
closely. Where such capital has been soundly managed and invest- 
ed, a true measure of success has been gained. Unfortunately, the 
investment record of even "resource rich" tribes is not free of fail- 
ure and the level of pressures of distribute such income to the 
tribal membership through per capita payments can be dif^.cult to 
withstand. Moreover, there is a natural reluctance on the part of 
elected tribal officials to expose scarce capital resources to the risks 
associated with developing enterprises. As discussed earlier in this 
report (see Chapter ift— ^*The Tribal Experience") tribal officials 
perceive a need to appraise project proposals in a more effective 
manner. Even if tribad funds can be successful leveraged to induce 
private sector invest^nent, they are quite limited in relation to the 
need and once conmiitted to a project they naturally lose their 
liquid statiis.^^ 

These development finance investment concerns raise the ques- 
tions of whether the selection criteria used to evaluate Indian eco- 
nomic development projects in the past has been adequate to meet 
the need. In a recently published work by Indian economist Dr. 
Ronald Trosper, it is suggested that the record of project develop- 
ment in Indian country reveals a preoccupation with narrowly-de- 
fined financial feasibility evaluation criteria and that this accounts 
ir. !arge measure for the relatively high failure rate.^^ Basing his 
analysis in part on the exoerience gained in less developed coun- 
tries where economic conditions &re strikingly similar to Indian 
reservations, Trosper concluded that effective project selections cri- 
teria must be much more 'M)phisticated and comprehensive. That is, 
economic development in Indian country must be based on an accu- 
rate economic profile of the reservation that readistically identifies 
growth potential and also takes social cost-benefite into account. 
The Albuquerque-based American Indian Development Corporation 
has recently been engaged in field research to test Trosper s work 
through analysis of actual proiect proposals on selected reserva- 
tions. The objective is to develop a workable model that can be 



*^ Ibid * citing Nancy Barbe, pp. 4-6. 
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used on a practical level by business development specialists This 
suggests that an appropriate initiative for consideration b^ the ad- 
ministration would be to explore possibility of applying such 
project selection criteria methods to federally-financed assistance 
programs. 

Public financing 

A proven method of economic development financing that has re- 
cently been the focus of attention in Indian .iffairs is the use of 
local government revenue bonds. States, counties and municipali- 
ties have marketed tax exempt revenue bonds to generate develop- 
ment funds that can be used to underwrite physio^ infrastructure 
costs associated with industrial parks, manufacturing plants, utili- 
ties, ete. The recently enacted Tribal Government Tax Status Act 
authorized Indian tribes to offer tax exempt bonds on a par with 
States and state government subdivisions but restricted the typef 
of activities to be financed to essential public purpose functions.** 
That ifl, the law explicitly withheld authority to offer Industriai 
Development Bonds. 

It is probably too early to evaluate the impact of this limitation 
and since the concept of tribal government revenue bonds is so new 
to the Indian economic development field, it is premature to assess 
the viability of this public financing mechanism. A conventional 
source of repavment by local governments for such bonds has been 
property tax levies or income generated by the activity to be fi- 
nanced given the limitations on a tribal tax base (i.e., trust proper- 
ty within a reservation is exempt from tribal taxes). Tribes will 
have to identify other forms of secure income in order to attr^i^ 
investors for tribal bonds. Notwithstanding such limitations, it 
would seem appropriate for the administration to explore the possi- 
bility of sponsoring an information program that would address for 
an Indian and non-Indian audii^nce the practical and theoretical 
questions related to Tribal government revenue bonding potential. 

The American Indian Development Finance Corporation proposal 

A review of the literature on Indian Economic Development 
issues would not be complete withoui: reference to the proposal to 
establish an American Indian Development Finance (Corporation 
(AIDFC). The American Indian Development Corporation, a non- 
profit Indian organization based in Albuquerque, New Mexico, has 
sponsored and coordinate an extensive 4-year research effort cul- 
minating in the AIDFC proposal. This research was initiated for 
the purpose of assessing a major recommendation of the American 
Indian Policy Review Commission. Namely, that a development 
bank type of institution can be estaolished to address the need for 
development capital which was said to exist throughout Indian 
Country. 

As noted earlier i i this report, studies on Indian economic devel- 
opment problems, particularly those conducted by the GAO have 
uniformly questioned the ability o^ federal financial assistance 
agencies effectively to meet Indian business development needs. 



'3 us Congress, House of Representatives, "Indian Tribal Governmental Tax Sutus Act of 
1982,' P L 97-473, Title II of Tax Treatment of Periodic Payments, pp 4-8 
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There would appear to be a consensus that government adminis- 
tered economic development assistance efforts suffer from inherent 
constraints and inefficiencies in relation to the private market 
mode of operation. There appears to be equal agreement regarding 
the converse of such a proposition. Namelv, if Indian owned busi- 
ng enterprises are to succeed, they must be able to survive in the 
private economy. Thus, financial assistance and capital investment 
dire^cted at Indian business enterprise development can only be ef- 
fective if it relies on the principles underlying the operation of a 
private sector economy. 

Tlie study conducted by the American Indian Development Cor- 
poration entitled. Initiatives in Development Finance: Creating an 
American Indian Development Corporation is based on this funda- 
mental assessment. 

Recently published as a two-volume series, this study documents 
the experience gained in the Indian economic development field 
and concludes that in the critical area of access to private develop- 
ment capital and commercial financing, the obstacles that exist in 
Indian Country can only be overcome on a meaningful scale if an 
institutional approach is taken. Their analysis relies in large meas- 
ure on the lessons learned in development fmance by the V^orld 
Bank family of institutions but also analyzes the experience base of 
domestic development corporations and private, venture capital 
firms. The absence of a true private sector and financial structures 
on most reservations, the jurisdictional uncertainties confronting 
lenders and investors, unique land tenure and ownership issues, 
the lack of business management skills on the part c{ the local in- 
digenous population and unique cultural considerate are circum- 
stances which characterize both Indian country a le so-called 
less developed countries (LDC's) wherein a viealth vi experience 
has been gained by the World Bank. Of course, the primary focus 
of the World Bank has been to provide fmancial ancf technical 
sistance designed to make it possible for the LDC's to access inter- 
national financial markets and private investors. 

The American Indian Development Finance Corporation is de- 
signed to approach the problem of access to capital and financing 
in a manner which is tailored to the unique conditions which exist 
in Indian country. The actual design of the institution, its proposed 
functions, operating principles andorganizational structure are dis- 
cussed in Volume 1, Part 7 of the AIDC report. This paper was 
principally developed by Dr. Lorraine Ruffire, an economist with 
extensive experience ir Indian economic develooment who is pres- 
ently employed with the United Nations in Geaeva, Switzerland. 
During the course of its research on the ATDFC proposal the AIDC 
consulted with a wide ran^e of specialists in the aevelopment fi- 
nance field as well as Indian business development practitioners 
and economists. In this process it was concluded that it was u ^^e- 
ly that such as institution could ever be established by relying ex- 
clusively on private investments due to the inability to offer a com- 
petitive rate of return on investment, at least over the short and 



'♦American Indian Development Corporation. Initiatives in Development Fmance Creatit^g 
an Amtncan Indian Development Finance Corporation. Vol I (Albuquerque, New Mexico 
Amencan Indian Deveb'iment Corporation. 1982) 
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intermediate term. Moreover, the ability to combine tax incentives 
and guarantees in its investment and borrowing functions has been 
deemed necessary for its operational viability and would only be 
possible if the institution were delep^ated such authorities by gov- 
ernment action. Consequently, the AIDFC proposal calls for a fed- 
erally chartered institution with the proviso that it be operated on 
private market principles. 

Finally, the rationale that an institutional approach is necessary 
to achieve significant progress in accessing private capital for 
Indian economic development is based on the proposition that an 
AIDFC type of institution could mobilize capital investment and 
capital structuring on a scale that would not otherwise be possible. 
If approached on a project by project or reservation by reservation 
basis, progress in this critical area will necessarily be quite limited. 
As noted earlier, Indian tribal organizations have a great need for 
capital and technical expertise in the areas of project appraisal and 
financial p ckaging. In addition, the non-Indian business communi- 
ty is often at a loss in determining how to approach a business re- 
lationship with Indian tribes. An institution possessing the needed 
capital, expertise and ability to communicate with the business 
community reg£j*ding Indian business development opportunities 
and relationships on a sophisticated level would perform both a 
necessary function and serve in a valuable role. 

The AIDFC proposal is presently under serious consideration as 
a legislative initiative in a number of key congressional offices and 
there is some prospect that it will be introduced early on in the 
98th Congress. The proposal was also strongly supported on a joint 
basis by the three major National Indian organizations in testimo- 
ny before the U.S. Senate Select Committee on Indian Affairs 
during oversight hearings on Indian economic development, April 
29, 1982. 

It is suggested that the administration closely review the back- 
ground report on the AIDFC proposal prepared by the American 
Indian Development Corporation in the event that congressional 
action is initiated. In addition, this report contains extensr/e and 
substantial analysis of the issue of Indian access to private capital 
and financing which was prepared by highly qualified researchers 
which should prove to be of value to administration officials whose 
responsibilities relate to this critical area. 



U S Congress, Senate Select Committee on Indian Affaire. Oventighl of Economic Develop- 
ment on Indian Reser tat ions. April 29, 19H2, pp 48-58 
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Appendix 

major federal assistance programs that impact the economic 
development of american indians 

Note.— Much of the following information on the mfyor U.S. de- 
partments that fund programs to aid the economic development of 
American Indians is derived from: U.S. Congress. Senate Select 
Comniittee on Indian Affairs, Federal Programs of Assistance to 
American Indians, by Richard S. Jones, Congressional Research 
Service. Washington, D.C.: Government Printing Office, June 1981. 

Appropriations and other data have been updated according to 
the latest information available. 

Department of Agriculture 
Farmers Home Administration 

Purposes: Various loan and technical assistance programs ranging from assistmg 
Indian farmers and ranchers to be::ome owner-operators of family farms; to make 
the best use of land and water resources; and to obtain decent, safe and sanitary 
dwellings and related facilities. 

1982 fiscal year appropriation: $43.7 million (excepted level);' $12 million (Indian 
Land Acquisition Loan Program).* 

1981 fiscal year appropriation: $42 million (general levels of assistance); $3.5 mil- 
lion (Indian Land Acquisition Loan Program). 

Department of Commerce 
Economic Development Administration— Public works impact projects 

Purpose: To provide immediate useful work to unemployed and underemployed 
persons in designated project areas. 

1982 fiscal year appropriation: $86 million (6% to American Indians of $130 mil- 
lion total). 

1981 fiscal year appropruztion: $9.9 million (4% co An.erican Indians of $259 mil- 
lion total). 

Mi'ionty Business Development Agency 

Purpose- To provide assistance to existing and potential mmority businesses and 
business persons. 

»,n??f fc^^^^'i'* ^PP^priation, $14 million (inter agency agreements between 
MdLIA, dIA, ANA). 

Department of F.vergy 
Council of Energy Resource Tribes (CERT)— interagency contract 

Purpose: To assist tribes with energy resources to develop their energy resources 
m ways consistent with their respective values and priorities. 

1982 fiscal year appropriation: $1.5 million (funding from DOE, ANA. and RIA). 
^^^rgy production by Indian resource tribes in caJe idar year 1981.^ 1981 Hscal 

year: Ccal 22 286,125 tons; Uranium. 2,442,873 tons; Oil. 22,944.904 barrels; Natural 
uas, 119,482.985 mcf. 



These figures i.-^present an estimate of the totel amount of financial assistance provided to 
Indians through a virietv of FmHA programs This information was provided by Mr Stuart Ja- 
miwon, coordinator for Indian Activities, Inter Governmental AfTiirs, Department of Agricul- 

of Ener^"^ production were provided by the Indian Affairs ofiice at the Department 
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Department of Health and Human Services 
Administration for Native Americans 

Purpose: To promote the goal of economic and social self-sufficiency for American 
Indians, Native Hawaiians, and Alaskan Natives 

1981 fiscal year appropriation, $28 million (continuing resolution to 3/15/83): $26 3 
million, financial assistance grants; $700,000, training and technical assistance; $1 
million, research, demonstration and evaluation. 

Department of Housing and Urban Development 
Irdian Housing Program 

Pf^rpose: To assist the local Indian governments to provide decent housing in their 
areas, where the needs have been exceptionally great. 

1982 fiscal year appropriation: $18.55 million (3,016 units). 

Community development block grants for Indian tnbes and Alaskan Native villages 
Purpose: To promote sound community development by improving the housing 

stock; providing community economic development of Indian communities. 
198S fiscal year appropriation. $30 million. 
1982 fiscal year appropriation: $30 million (112 tribes) 

Urban development action grants 

Purpose: To assist distressed communities which require increased public assist- 
ance and private investment to alleviate physical and economic deterioration. As- 
sistance will be made available for economic revitalization in communities with pop- 
ulation out-migration or a stagnating or declining tax base, and for reclamation of 
neighborhoods, having excessive housing abandonment or deterioration. 

198S fismi year appropriation: $100 million (25% of ^400 million total to Indians 
and cities under 50,000). 

1982 fiscal year appropriation: 51,1 million (Grant to YaWapai-Prescott tribe) 

Department of the In.^rior 

Bureau of Indian Affairs 

Indian timber (forestry) production 
Purpose: To work with Indians to protect, develop, utilize and improve the Indian 
forests to yield the highest obtainable economic and social benefits for the Indian 
owners, with appropriate attention to the public interest 

1983 fiscal year appropriation: $25,537,000. 

1981 fiscal year: $72,610,068 (total receipts from cash sales, contract and paid per- 
mits). Note: BIA holds approximately 10% for administrative fees 

Indian agricultural production 

Purpose: To conserve and promote Indian use of Indian-owned lands to yield the 
highest economic return consistent with sustained yield land management princi- 
ples and the fulfillment of the rights and aims of Indians 

1983 fiscal year appropriation- $22,651,000. 

1981 fiscal year: 54.5 million (total acreage estimated in agri production); $727 4 
million (estimate provided for gross sales of all products). 

Indian minerals production 

Purpose: To gather mineral resource data with which to help Indian landowners 
and the Department of the Interior to make more prudent decisions regarding 
Indian mineral resource development. 

1983 fiscal year appropriation. $8,266,000 

1981 fiscal year: $269 million (receipts from total mineral production) Note See 
Energy Production under "Department of Energy *' 

BIA employment assistance 

Purpose: To provide adult vocational training and job placement assistance to 
Indian and Alaska Natives in order to promote economic self-sufficiency for tribal 
and Alaska Native people and their governments 

1983 fiscal year appropriation: $27,514,000. 

1982 fiscal year appropriation: $27,120,000 
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BIA business enterprise development 

Purpose: Provides conditional grants to Indian tribes for initiating business devel- 
opment of natural resources, encouraging non-federal investments, and promotmg 
sound business principles. 

mS fiscal year appropnatio i: $11,046,000 (mcludes $5 million for Economic De- 
velopment Initiative) 

1982 fiscal year appropnatic i: $8,389,000. 

Department of Labor 
Native American Employment and Training Program (CETA) 

Purpose: Provides employment, training and related services to Native Americans 
who are unemployed, underemployed or economically disadvantaged. 

198S fiscal year appropriation: $90 million total (continuing resolution to 3/15/83): 
$68.9 million. Title 3 (classroom training, work experience); $3 8 million. Title 4 
(year-round youth); $12.7 million. Title 4A (summer youth); $4.6 million. Title 7 (pri- 
vate industi y initiatives). 

Department of Transportation 
Indian Highway Safety Program 

Purpose: To assist Indian tribes in financing highway safety projects. These 
projects are designed to reduce the number of traffic accidents and the resulting fa- 
talities, injuries and property damage within reservations. 

198S fiscal year appropriation: $450,000 (estimate). 

1982 fiscal year appropriation: $439,375. 

Formula grant assistance to non-urbanized areas. 

Purpose: Provides for capital costs and operating costs exclusively for non-urban- 
ized areas under 50,000. 
198S fiscal year appropriation: $80,250 
1P^2 fiscal year appropriation: $699,137. 
h fiscal year appropriation: $ 1,275,889. 

Noi Total funding for this program from '79 FY to '83 FY totals $2,050,130. 

Small Business Administration 
Economic opportunity loans for small businesses 

Purpose. To provide loans up to $100,000, with a maximum maturity of 15 years to 
small businesses owned by low income or socially or economically disadvantaged 
persons 

im fiscal year appropriation: $129.8 million (3,099 Indian businesses) 
ANNOTATED BIBLIOGRAPHY 

American Indian Development Corporation. "Recommendation for Establishing an 
A.nerican Indian Development Finance Corporation." A draft bill with covering 
memorandum. Albuquerque, New Mexico: American Indian Development Cor- 
poration, 1982. Calls for creation of American Indian Development Finance Cor- 
poration (AIDFC) to provide for economic development of Indian tribes by fur- 
nishing capital, financial services, and technical assistance to Indian-owned for 
profit businesses. Stresses need of AIDFC to stimulate development of private 
sector of Indian tribal economies. 

Brown, John R. "Report on the Economic Development Needs Assessment Survey." 
Initiatives in Development Finance: Creating an American Indian Development 
F wince Corporation. Vol. I. Albuquerque, New Mexico. American Indian Devel- 
opment Corporation, 1982. Findings based on responses from nine tribes out of 
an intended sampling of 14 reveal conclusions about inadequate tribal economic 
data bases, lack of knowledge about capital requirements for development 
projects, and lack of confidence lu future economic activities based on past fail- 
ures. 

Cornell, Stephen. "Economic Development and American Indian Political Capac- 
ities. Paper presented at 1980 Annual Meeting of the American Political Sci- 
ence Association, Washington. D.C. Argues that Indian economic development is 
inherently a political process and discusses impact of development on ability of 
Indian groups to take political action. 

Eberhard. Eric D. "Legal Problems Affecting or Restricting Economic Development 
Activities in Indian Country." Prepared for The Native American Task Force of 
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the National Rural Development and Finance Corporation, June 1978 Reviews 
special problems with regard to land status, water resources, taxation, and ju- 
risdiction that arise from the unique legal status of Indians Also cites impor- 
tant legal cases impacting on each problem area 

Lester, A David. "Strategy for Development of a Tribal Economy " Speech by Com- 
missioner of Administration for Native Americans presented at Indian Econom- 
ic Development Seminar sponsored by American Indian National Bank, March 
31, 1982 Among ANA's strategies for strengthening a tribal economy are re- 
questing plans to create tribal or inter-tribal business economic development re- 
investment programs, and joint projects between private industry and tribes. 

McLaughlin, Robert W "Notes on Indian Economic Development." Ft. Yates, N.D.: 
Standing Rock Sioux Tribes, March 1982 (revised draft). Deals and barriers to 
Indiar* economic development, limits of federal intervention, and the need for 
creating financial structure in Indian Country to spur economic development 

Nat wig, Eric. "Institutional Barriers to Financing Development Projects in Indian 
Country." Initiatises in Development Finance: Creating an American Indian De- 
velopment Finance Corporation. Vol I Albuquerque, New Mexico: American 
Indian Development Corporation, 1982. Examines why existing institutions, pri- 
marily fed ral, fail to provide financial and technical assistance to Indian reser- 
vations Alsv discusses barriers to Indian capital acquisition: lack of collat<^ral, 
perceived high risk, and lack of information about own economies. 

The Navajo Nation. Economic Recovery on the Navajo Reservation: The View from 
Window Rock. Window Rock, Arizona: The Navajo Nation, January 1982 
Three-part report details effects of budget cuts on Navajo reservation, provides 
historical view of repercussions from administration's economic programs, and 
recommends creation of federal "safety net" and private sector of Navcgo enter- 
prises. 

Office of Economic Cooperation €Uid Development "American Indian I>evelopment 
Financial Institution's Basic Functions of Financial and Socio-Economic Impor- 
tance " Adapted from Trilateral Cooperation, Vol. II, proceedings and back- 
ground papers of the Conference on Special Approaches to Trilateral Coopera- 
tion, January 26-27, 1977. Summarizes the means by which an AIDFI can indi- 
rectly promote economic/social development of Indian reservations through var- 
ious functions: financial innovation, consolidation, distribution, risk-reduction, 
and stimulation and lobbying. 

Ruffing, Lorraine Turner. "Initiatives in Development Finance, ' Initiatives in De- 
velopment Finance: Creating an American Indian Development Finance Corpora- 
tion. Vol. I Albuquerque, New Mexico: American Indian Development Corpora- 
tion, 1982. Gives an overview of domestic and overseas models of development 
finance corporations and makes recommendations for an American Indian de- 
velopment finance corporation. 

Ruffing, Lorraine Turner. "The Navajo Nition* A Histoo of Dependence and Un- 
derdevelopment." The Review of Radical Political Economics, Vol. 11, No. 2, pp. 
25-43. Examines how U.S. economic and political domination of the Navajo 
Nation has caused and perpetuates its underdevelopment. Concludes by outlin- 
ing an alternative "^If-reliant strategy for the economic development of the 
Navajo Nation to pt^rmit them to regain control of their economy. 

Ryan, Frank Anthony. "Policy Paper: Ameiican Indian Development Finance Insti- 
tution " American Indian Program, Harvard University, March 2, 1981 (draft) 
Outlines the critical issues facing Indian economic development as Control, Cap- 
ital, and Management. Recommends the creation of an AIDFI and other policy 
initiatives to overcome barriers to economic development. 

Smith, Ken. "Remarks delivered bv tlic Assistant Secretary for Indian Affairs at the 
Indian Economic Development Seminar." Seminar sponsored by American 
Indian National Bank, March 30, 1982. Emphasizes the BIA's plan to help tribes 
develop self-sustaining profitable enterprises with long-term benefits. New eco- 
nomic development program offers tribes $10 million in seed money to attract 
private funding and another $5 million to small tribes to acquire management 
capability. 

Trosper, Ronald L. "Estimation of Capital Needs for an American Indian Develop- 
ment Finance Corpor ition." initiatives in Development Finance: Creating an 
American Indian Development Finance Corporation. Vol. I. Albuquerque, New 
Mexico: American Indian Development Corporation, 1982. Focuses on the 
"macro" approach, using aggregate data or. the Indian population and the na- 
ticnal economy, to estimate capital requirements for an AIDFC. 

Trosper, Ronald L. "Guidelines for Project Evaluation on Indian Reservations." Ini- 
tiatives in Development Finance: Creating an American Indian DeoelopmerA Fi- 
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nance Corporation Vol II Albuquerque, New Mexico American Indian Devel- 
opment Corporation, 1982 Contains guidelines which constitute criteria which 
AIDFC would use to select investments in Indian country Takes modified ap- 
proach to applying traditional techniques, such as social accounting matrices 
and social cost-benefit analysis 



THE AMERICAN INDIAN DEVELOPMENT FINANCE 
CORPORATION IN THE CONTEXT OF FEDERAL INDIAN LAW 

By Eric D. Eberhard 

Introduction 

This paper presents a gener^x' discussion of the special federal/ 
Tribal lelationship; the barriers encountered in Indiaii economic 
development; and the ccmpatibility of tna American Irdian Devel- 
opment Finance Corporation (AIDFC) with federal Indian law. 

The Federal/Tribal Relahonship 

The Indian Tribes have long been regarded as having a unique 
and special relationship with the federal govern m:;nt. 

The United States Constitution provides that the Congress shall 
have the power to regulate commerce "with J8 Indian Tribes". 
Art. I, Sec. 8, CI. 3. From the very beginning of the federal govern- 
ment, the Congress has recognized the special relationship with the 
Tribes. Thus, the first Congress in 1789 enacted the Northwest Or- 
dinance which declared: 

The utmost good faith shall always be observed toward the 
Indians; their lands and property shall never be taken 
fri m them without their consent; and in their property, 
rights and liberty they shall never be invaded or distr bed, 
unless in just and lawful wars authorized by Congress; but 
laws founded in justice and humcjriity sha?l, from time to 
tir ), be made, for preventing wiongs being done to them, 
and for preserving peace and friendship with them. 1 Stat. 
50, 52; Article III of the Northwest Ordinance. 

In 1790 Cong enacted the Non-Intercourse Act, 1 Stat. 137, 25 
ir.S.C. § 177 wu.jh protected Indian lands from divestment except 
through federally negotiated treaties. This Act has been judicially 
determined to establish a fiduciary obligation on the part of the 
United States to protect Indian lands. See, Joint Tribal Council of 
the Passamaquoddy Tribe v. Morton, 528 F. 2d 370 (1st Cir. 1975) 
and United States v. Southern Pacific Transportation Co., 543 F. 2d 
876 (9th Cir. 1976). 

Orer the years, detailed articulation of the feder<^^ Tribal rela- 
tionship has come from both the Cc igress and the ..deral cou cs. 
In Cherokee Nation >. Georgia, 30 U.S. (5 Pet.) 1 (1831) the Sur ..me 
Court determined that the Tribes pre "domestic dependent na- 
tions" and that their relation-hip 'to the United States resembles 
that of a waru to his guardian.'* Id. at 17. In Worchester v. Georgia, 
31 U.S. (6 Pet.) 515 (1832) the Supreme Court reaffirmed the status 
of the Tribes as self-governing entities and further held that the 
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laws of the State of Georgia had no applicability on the Cherokee 
reservation. 

The fundamental legal principles enunciated in Cherokee Nation 
and Worchester continue to for.n the legal foundation of the feder- 
al/Tribal relationship. Tribes retain those sovereign powers which 
the Congress has not limited or otherwise taken away. Merrion v. 
Jicarilla Apache Tribe, 9 Ind. L. Kept. 1001 (U.S. Sup. Ct. 1982). An 
attribute of Tribal sovereignty is immunity from suit. Santa Oara 
Ihieblo V. Martinez, 436 U.S. 49, 58 (1978). Tribes have full author- 
ity to govern themselves, subject to such restrictions and excep- 
tior 3 as the Congress may impose. Id, ftJost state laws are not ap- 
plicable to reservation Indians while they are on the reservation. 
Williams v. Lee, 358 U.S. 217 (1959). Congress has enacted laws pro- 
viding for enforcement of state law on reservations where the Tribe 
cor sents to state jurisdiction. 25 U.S.C. §§ 1321 and 1322. 

he Congress hkxs a^so enacted a wide range of laws intended to 
pr< K-ct Indian.^ and their property while at the same time promot- 
ing economic self-sufficiency. Thus, most Indian lands and re- 
sources are held in trust by tY. United States for the benefit of 
Indian Tribes and individual;^. Contracts, liens or other encum- 
brances on Tribal or individual trust property are void without 
proper federal approval. See, for example, 25 U.S.C. §§81, 177 and 
391-4^ 5d. Commerce and trade between Indians and non-Indians is 
regu ^d by federal law. See 25 U.S.C. §§ 261-264. The courts have 
required the Department of Intenor to promulgate regulations to 
govern the conduct of trade between Indians and non-Indians on 
federally established reservations. Rockbridge v. Lincoln, 449 F. 2d 
567 (9th Cir. 1971). 

In Alaska Pacific Fisheries v. United States, 248 U.S. 78 (1918) 
the Supreme Court held that among the purposes for the creation 
of Indian reservations by the Congress are the need to safeguard, 
make self-sustaining and advance the dep. dent Indian nations. 
This same principle found its most recent expression in the case of 
Merrion v. Jicarilla Apache Tribe, st pra. In upholding the inherent 
sovereign power of the Jicarilla Tribe to impose a severance tax on 
non-Indians involved in the extraction of oil and gas from the res- 
ervation, the Court found that the Tribal tax would promote the 
self-sufficiency of the Tribe. Id. at 100£-1004 

The federal government exercises wide authority over Tribal and 
individual Indian funds derived from the use or sale of trust prop- 
erty. See 25 U.SC. §§123, 155, 157, 158, 160, 161, 161a, 162a. The 
federal courts have held that the United States has a fiduciary 
duty to ma'- t^e Indian funds in a manner which will yield maxi- 
mum retui Cheyenne-Arapahoe Tribes of Indians of Oklahoma v. 
United Sta.^s, 512 F. 2d 1390 (1975) and Manchester Band ofPomo 
Indians, Inc v. United States, 363 F. Supp. 1238 (Cal. 1973). 

Pursuant to Acts of Congress, the Department of the Interior has 
promulgated regulations governing the use £md management of 
Indian lands and resources. Regulated activities include mining, 
forestry, irrigation, oil and gas development and rights-of-way for 
all purposes. 25 C.F.R. Subchapter K. The Interior Department also 
regulates the use and investment of Tribal and individual Indian 
funds. 25 C.F.R. Subchapters I and J. 
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In order to promote economic self-sufficiency among Tribes and 
individual Indians, the Congress has established and the Secretary 
of Interior administers a revolving loan fund. 25 U.S.C. § 482; 25 
C.F.R. Parts 91-93. During 1974 the Congress enacted P.L. 93-262, 
the Indian Financing Act. 25 U.S.C. §§1451 et seq. This Act was in- 
tended to promote Indian economic development through the provi- 
sion of loans, loan ^larantees, interest subsidies and insurance. 

From the foregomg overview of the federal/Tribal relationship, 
we can conclude that the federal government exercises direct fidu- 
ciary authority over Indian lands, resources, finances and economic 
matters. Tribes are sovereign entities which are generally free 
fronr. state regulation and jurisdiction. As sovereigns. Tribes enjoy 
immunity from suit and posssess the necessary legal authority to 
be self-governing. Congress may regulate the extent and exercise of 
Tribal sovereignty. 

Barriers to Indian Economic Development 

AIDC has thoroughly documented numerous barriers to Indian 
economic development. In part, needed capital does not flow to In- 
dians becauH^ of the condition of reservation economies. Most reser- 
vations are remote from market centers and are comprised of mar- 
ginal lands. Indian entrepreneurial and management skills are 
generally now well developed. Virtually all reservations lack neces- 
sary infrastructure and internal capital. These economic factors 
have accounted for the failure of many economic development 
projects in Indian country. * Federal efforts to promote Indian eco- 
nomic development, such as the Indian Finance Act, have general- 
ly met with failure due to inadequate project review and monitor- 
ing, administrative deficiencies, inadequate technical assistance 
and insufficient funding. ^ 

The special federal/Tribal relationship has also resulted in the 
i^ation of certain legal barriers to Indian economic development. 
The trub^ status of Indian lands and resources generally m.ans 
that they cannot be pledged as collateral. This fact, coupled with 
T'ribal sovereign immunity and the lack of state jurisidiction on 
most reservations, has reportedly led most private or commercial 
creditors to avoid investments in Indian economies.^ These legal 
barriers are perceived to create additional risk and uncertainty for 
private and commercial investors. 

Notwithstanding the perceptions of investors, it should be noted 
that all of the legal barriers to Indian economic development can 
be surmounted through careful and knowledgeable preparation of 
investment and financial agreements. For example, leasehold mort- 
gage interests or certificates of deposit may be used in place of land 
and resources as collateral for loans. Questions involving the appli- 
cability of state laws to reser/ation based activities can be antici- 



J See, Natwig, E InitwUves in Development Finance Institutional Barriers io Finarcing De- 
velopment Projects in Indian Country {AlDC 1981) 

Ud. Gene-al Accounting Office, '^More Federal Efforto Needed to Improve Indians' SUndard 
of Living Through Business Development", Report to Congress, February 19/8 

^Colhns, R., Debt Enforcement In Indian Country (AIDC 1982\ , Legal Problems of 

Financing on or Near an Indian Reservation and Possible Solutions (American Indian National 
Bank I9«0) and Little, J , Development Financing Alternatives on Tribal Lands; The Lenders 
Perspective, (University of Arizona 1981). 
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pated and resolved during nc^otie*ions in order to reduce the credi- 
tor's perceived risk and uncertainty. It is also possible and advisa- 
ble to anticipate and resolve problems which may arise from Triba' 
sovereign immunity.'* 

COMPATABIUTY OF ATDFC WfFH FEDERAL INDIAN L/^W 
A. PURPOSE, ORGANIZATION AND POWERS OF AIDFC ^ 

As proposed, the AIDFC would seek to address the known bar- 
riers to Indian economic development by mobilizing both the neces- 
sary capital and technical assistance. Although AIDFC would only 
make its services available to profit iraking ventures, a key eligi- 
bility requirement would t ^ a determination by AIDFC that a par- 
ticular venture will contribute to the economy of a Tribe or Tribes, 
Thus, borrowers would have to demonstrate the capacity to repay 
financing, generate income and jobs, develop Indian resources and 
provide needed goods and services to Indian communities. 

AIDFC would have the capacity to provide and coordinate the 
use of long-term capital, working capital, technical assistance and 
training f^r Indian businesses. Further, the AIDFC would be an in- 
dependent institution in which loan and assistance decisions are 
based on objective project selection criteria. It would have the fi- 
nancial support of the federal government, Indian tribes and the 
private business and financial community. In order to provide for 
the full participation of all of these parties and to provide AIDFC 
with the necessary capacity, the AIDFC would be a mixed owner- 
ship federally chartered corporation. The AIDFC would also be 
exempt from federal and state taxes to enable it to reinvest all net 
income not paid in dividends. 

The equity capital for AIDFC would come /rom the sale of 
common stock to the federal government, Indian tribes and private 
sector businesses. In addition, the federal government would 
extend a long term, low interest loan to the AIDFC. Other AIDFC 
capital would be derived from portfolio sales and earnings. Finally, 
the AIDFC would raise capital through the sale of debt instru- 
ments such as bonds and notes. In order to enhance the market- 
ability of AIDFC debt instruments, bondholder's interest earnings 
would be exempt from taxation; federally chartered commercial 
banks would be authorized to purchase the debt instruments; the 
federal government would guarantee AIDFC debt and the debt in- 
struments would be suitable for use by commercial banks in satis- 
fying federal reserve requirements. The AIDFC charter would es- 
tablish a ceiling on the allowable debt/equity ratio. 

AIDFC would be governed by an eleven member Board of Direc- 
tors elected by the stockholders. Sales and purchases of AIDFC 
stock would be regulated to ensure representation of Indian, feder- 
al and private sector stockholders. Indian control of AIDFC would 
be assured through majority representation on the Board of Direc- 
tors. 



* Collins, R , Debt Enforcemert l\ Indiur Country (AIDC 1982). 

* The following description of AIDFC is 'lenved from my review of Ruffing, L , Initiatives »n 
Development Finance, (AIDC 1981) 
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The AIDFC would provide a wide range of financial services to 
promote Indian business development, fmancial structuring and 
Cu.ital formation. I^ng term venture capital would provided in 
the form of equity, with AIDFC retaining the option to sit on the 
Board of Directors of the enterprise to ensure proper management. 
The AIDFC would establish upper limfls on the size of its equity 
position in any one enterprise; the share of AIDFC's equity and 
loans in a project's total cost; and on the proportion of AIDFC total 
funds invested or loaned to any oue enterprise. Further, the AIDFC 
would diversify its investments among different types of projects 
such as natural resources, agriculture, light manufacturing and 
commerce. Among the eligible borrowers -vould be tribal govern- 
ments, tribal community de\elopment corporations, tribal enter- 
prises, Indian cooperatives, partnerships, corporations and individ- 
uals. 

To complement its direct loan and equity investments, the 
AIDFC would be able to provide loan guarantees and to engage in 
cofmancing with existing financial institutions. The AIDFC would 
also be able to assist its borrowers with brokering and underwrit- 
ing services. In other words, the AlDFC would serve as the finan- 
cier, investor, lender, packager, guarantor, underwriter and broker 
for Indian enterprises. 

B. AIDFC AND FEDERAL INDUN LAW 

Eased upon the foregoing description of AIDFC's purpose, organi- 
zation, and poweis, I believe that it would be entirely compatible 
with the special federal/Tribai relationship. Moreover, J do not be- 
lieve that it would in any way alter the basic doctrines of federal 
Indian kw. Nothing contained ^ the AIDFC prop^ would oper- 
ate to diminish Tribal sovereignty or the trust status of Indian 
lands, resources and funds. Tribal powers of self-government would 
not be diminished. The doctrine of Tribal sovereign immunity 
would also be unaffected. In fact, if AIDFC can successfully accom- 
plish its purposes, then it appears that the Tribes could reasonablv 
expect that their sovereignty and powers of self-government would 
be enhanced over the long term. 

In the context of prior Acts of Congress which were intended to 
regulate and promote Indian economic development, AIDFC ap- 
p ars to be a lo^Val extension. Through its ability to provide loan 
guarantees an<* ^financing, AIDFC 8br»uid be able to attract pri- 
vate capital for investment in Indiai, economies. With its reliance 
on objective project selection criteria and its 'tatus as an independ- 
ent federal corporation, AIDFC provides a suitable vehicle for the 
effective and secure investment of both public and private capital. 
This is also evident from the ability of AIDFC to provide a flexible 
array of financial services combined with necessary technical as- 
sistance. Thus, the AIDFC addresses the institutional barriers to 
Indian economic development which have plagued earlier efforts, 
such as the Indian Finance Act and the Revolving Loan Fund. As 
proposed, AIDFC would be a significant step toward attainment of 
Congress* long standing goal of fostering self-sufficient Indian 
economies. 
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Because AIDFC will deal exclusively with Indian borrowers, it 
will have the expertise and capacity to address the legal barriers to 
Indian economic development on a case b> case basis. In addition, 
AIDFC would be in a position to assist Tribes in marshalling other 
resources for the development of laws and legal systems designed 
to promote and enhance development of self-sufGcient reservation 
economies. 

For the Tribes and Indian individuals, AIDFC should provide des- 
perately needed access to investment capital. It is not without some 
risk. Tribes and Indian individuals are required to become stock- 
holoers before they are eligible for AIDFC's services. In addition, 
borrowprs would be expected to post collateral. AIDFC would, how- 
ever, be in a position to allow flexibility both as to the required 
types and amounts of collateral. Questions of sovereign immunity 
would necessarily be handled on a case by case basis, as would ju- 
risdictional and state law issues. This v/ould be accomplished 
within the context of existing federal Indian law through proper 
preparation of financial agreements. In other words, AIDFC would 
provide access to new capital without any diminishment of the spe- 
cial federal/Tribal relationship. 

It should also be noted that AIDFC appears to be compatible 
with those state laws w'th which I am familiar. To the extent that 
AIJFC may do business in any particular sta*^e, there will be a 
need to comply with "Blue Sky" laws and other laws regulating 
business activities. I see no reason why this cannot be accomplished 
by the AIDFC. Moreover, AIDFC's compliance with applicable state 
laws should not in any way interfere with or diminish the special 
federal /Tribal relationship. 

Conclusion 

As proposed, the AIDFC is well suited to promote the develop- 
ment of Indian economies. It will provide a secure method for pri- 
vate and commercial capital to be invested in Indian owned busi- 
nesses. Through careful project selection and the provision of ade- 
quate capital and technical assistance, AIDFC will be able to en- 
hance ^he opportunities for successful development and growth of 
Indian businesses and economies. 

I believe that the proposed AIDFC would further the special rela- 
tionship between Tribes and the federal government. It would ad- 
vance the Congressionally and judicially declared goal of promoting 
Indian economic self-sufficiency. As proposed, it would neither di- 
minish the sovereign immunity of Tribeia and their powers of self- 
government, nor would it result in any diminishment of the trust 
status of Indian lands ?nd resources. 
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INSTITUTIONAL BARRIERS TO FINANCING DEVELOPMENT 
PROJECTS IN INDIAN COUNTRY 



By Eric Natwig 
Introduction 

The extent of underdevelopment or American Indian reserva- 
tions has been extensively documented in a number of studies pre- 
pared for the Congress over the past decade, ^ American Indians 
living on Indian reservations have endured the highest unemploy- 
ment rates and the lowest family income levels to be found any- 
where in the United States: According tr Lhe Bareau of Indian Af- 
fairs, the average rate cf unemployment on n^servatlons with a 
population of 100 or moie is 36.8 percent. According to the 1970 
Census sample of 115 Indian reservations, ^ 5o.3 percerl of the 
Indian families living on these reservations had incomes below the 
poverty level. A recent survey of selected reservations conducted on 
behalf of the American Indian Development Corporation in 1980 ^ 
indicated a lack of significant improvement in the material condi- 
tions of reservation Indians from th« conditions which existed a 
decade ago. 

Out of the several efforts to understand and alleviate American 
Indian poverty has come a general agreement that the develop- 
ment of reservation-based economic en tei prises, especially ^hoae 
linked to reaer/ation resources, is the basis for providing reserva- 
tion Indians with increased <;mployment opportunities, and depend- 
able sources of income. Although the reservations with resources is 
quite limited, there seems to have emerged a concensus in Indian 
country that increased demand for, and increased prices of, reser- 
vation resources, now make it possible to establish a number of en- 
terprises, which were previously not economically feasible. Further- 
more, sonie tribes have gained over the past decade increased inter- 
nal capabilities in project identification, planning and analysis. 



A number of recent report* have dealt with problems encountered in promoting enterprise 
development and difficulty in obtaining capital on Indian reservations The Joint Economic 
Committee (1969) published a compendium of papers dealing with development prospects and 
problwns, development programs and plans, and th^ Indian resource base. The General Account- 
ing Ofljce (1975) prepared a report which discussed the effectiveness of federal efforts to improve 
economic conditions on Indian reservations, the problems enco«"»tered, and the opportunities to 
improve these efforU A second report by GAO (1978) determined that more federal efforts were 
n(»eded to improve Indians' standard of living throu^jh business development The Amencan 
ir.nip^i Policy Review Commission (1976) sponsored a report by its Task Force oi. Reservation 
ind Resource Protection and Development which explored issues arising out of increased tribal 
involvement in the development of their reservations in light of federal governmert policies and 
programs. 

* Date from tho 1980 Census are not yet available, even in preliminary form, below total 
counts, according to the Census Bureau 

^John R B<'own, "Preliminar/ Report on the Economic Development Needs Assessment 
Survey, prepared for the American Indian Development C/Orpo ration, 1980 
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As market conditions for reservation resources have improved 
and internal capabilities have increased, the inability of tribes to 
assemble adequate capital to finance their development projects 
has become more acute. The reasons for this have to do with the 
unique economic and institutional environment of Indian country 
and the inadequacy and constraints of capital provided by tradi- 
tional commercial sources and federal categorical grant programs.* 
And, in light of the recent budget cuts proposed by the Reagan Ad- 
ministration, it seems likely that access to the principal sources of 
equity and debt capital will be severely curtailed. 

It is the purpose of this paper to document the above assertions 
from the existing literature on Indian economic development. In 
order to provide guidance to efforts \o design a new institutional 
approach to financing American Indian enterprises, it is necessary 
to understand why existing institutions are either inadequate or in- 
appropriate to provide the amounts and kinds of financing and 
t**chnical assistance required so that enterprises may succeed in 
the reservation environment. 

The next section describes the economic context of reservation 
development, and the third section the institutional context. The 
sections provide reasons Indians find it difficult to finance their de- 
velopii:)ent. The fourth section identifies and discusses barriers to 
capital acquisition from traditional private pources. The fifth sec- 
tion presents findings of government reports on the record of feder- 
al £issistance to Indiana. The sixth section provides concluding re- 
marks and presents findings of the economic development task 
force of the American Indian Policy Review Commission on the 
need for an Indian development finance institution. 



Generally, Indian reservations are located on lands which possess 
marginal resource bases remote from major markets. Indian man- 
agement skills are underdeveloped; entrepreneurship of any signifi- 
cance is only recently emerging. Physical infrastructure is under- 
developed or non-existent. Capital accumulation has been very lim- 
itul and capitr) is une\enly distributed among tribes. 

Marginal, remote land base 

History tells of the past takings of Indian lands by white settlers 
and the federal government. Indians, time and again, were forced 
off those lands that offered economic potential onto isolated reser- 
vations far removed from emerging population centerc. This is 
brought up not to excoriate the federal gova-nment for past sins: 
but rather to indicate why the task of establishing truly profitable 
businesses on reservations is so difficult. As reported by the Ameri- 
can Indian Policy Review Commission, ''the problem of reservation 
development stems from the fact that the lands remaining in 
Indian hands are in large part sub-marginal in terms of their re- 
source base, and are therefore, una*^ \e to support the ever increas- 
ing Indian population. In addition, me relocation of Indians to iso- 



* American Indian Policy Review Commission, Task Force Seven, "Final Report to the Ameri- 
can Indian Policy Review CommissMn", 1976, page 119 This report is hereinafter referred to as 
AIPRC 
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lated reservations has resulted in their being far removed from the 
msgor regional economic centers of the United States and thus 
placed at a locational disadvantage in terms of industrial develop- 
ment." 5 

However, notwithstanding the fact that many reservations are 
tesource poor and isolated, some reservations have benefited from 
the increased demand for their raw materials as they have de- 
creased in supply and increased in price nationwide. Some reserva- 
tions are exporters of raw materials and importers of manufac- 
tured goods. But, on those reservations where there are significant 
resource extraction activities, there is no significant vertical inte- 
gration from these primary activities. And, retail trade and serv- 
ices are tvpically underdeveloped leading to significant leakage of 
dollars off reservations. 

Undeveloped management and entrepreneurial skilk 

The management skills and entrepreneurial talent necessary to 
fully capitalize on what resource opportunities there are, in short 
supply. The Policy Review Commission noted that "the full scope of 
manpower skills which will be required to manage fully Indian 
controlled reservations include large numbers of highly skilled pro- 
fessionals, technicians and managers," • such skilled professionals 
do not now exist in sufficient numbers. Managers can be trained, 
but management skills are acquired through experience. Most res- 
ervations currently possess few opportunities for apprenticeship po- 
sitions where these skills can be obtained, and if a tribal member 
goes off the reservation to acquire management experience, his/her 
skills are lost to the tribe.' 

Lack of physical infrastructure 

inaian reservations have underdeveloped physical infrastructure. 
On Indian landS; there are fewer roads per square mile, fewer 
houses with plumbing, electricity or telephones than on the lando 
immediately adjacent to reservations. As a result most economic 
activity involving reservations residents takes place in "boider- 
towns' which have improved facilities, making it extremely diffi- 
cult for tribes to provide commercial goods and services for their 
own internal markets. 

Inadequate internal capital 

The principal sources of tribal funds for development are accu- 
mulated trust funds and annual revenues from tribal resources. 

Trust funds originate from claims awards, sales or lease of tribal 
land, minerals, timber, water and interest from investments and 
funds in the U.S. Treasury.® As a reeult of widely differing re- 
source endowments, trust funds are not evenly distributed; in fact, 
few tribes have sufficient trust funds to capitalize their develop- 
ment projects, even if they had control over the funds to do so. The 
control of tribal trust funds rests with the Bureau of Indian Af- 



*/6trf. page 130 
•/ftid. page 110 
Ubid, page 111 
^Ibid. page7i 
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fairs, which historically has been extremely conservative with the 
management and investment of tribal funds. Presently, the Branch 
of Investments of the Bureau of Indiai Affairs **can invest tribal 
trust money only in financial investments which are fully guaran- 
teed." • This constraint, imposed administratively, has interfered 
with the placement of funds. According to the American Indian 
Policy Review Commission, this has hindered tribes ^rom establish- 
ing banking relationships \rith local banks as "small banks are not 
always able to accept tribal trust money because (small local banks 
do) not have the resources to accept it. Therefore, the bulk of trust 
funds are deposited in large financial centers" in banks which 
are not intimately familiar with reservation conditions. 

Because the revenue base of tribal governments is so precarious, 
tribal officials are naturally reluctant to risk the meager resources 
they have. When interviewed on this subject, "most tribal chair- 
men said that they lacked the expertise (to invest their funds) and 
that their people wanted their money 100% guaranteed."" It 
should be kept in mind that constraints on investment apply only 
to tribes with funds; few tribes have sufficient trust funds to be a 
significant factor in their own development. 

The other source of tribal funds is rents rid royalties from re- 
source development wnich is accumulated on an annual basis. 
Tliese revenues are limited as they are, for tne most part, derived 
from leases which have been executed before trib^ realized the 
true value of their resources and were able to negotiate terms 
which reflect market values. Because of the extreme immediate 
needs of their people, the great mfyority of tribal resource revenues 
have gone to governmental and social services, and therefore few 
tribes have sufficient capital from revenues to invest in their own 
development. 

Similarly, Indian indiWduals for the most part do not have suffi- 
cient equity to capitalize small businesses. The financial demands 
of large extended families make it extremely difficult for individ- 
uals to accumulate savings. Furthermore, land lease provisions 
which require that fixed capital revert to the land at expiration of 
the lease Jo not allow individuals to build up transferable equity 
investing in fixed capital. 

The iNsrmmoNAL Environment 

In addition to the economic disparitief^ between Indian and non- 
Indian communities, there are certain aspects of the legal and ad- 
ministrative structures on reservations that are significantly differ- 
ent from the legal and administrative structures of most communi- 
ties in the United States. These are largely outgrowth of the 
protective devices that have been placed around Indians by the fed- 
eral government, and the institutional adaptations to these devices. 
These differences have to do with the ownership and use of land 
and resources in Indian reserx^ations and in the functions and 
powers of tribal governments and the federal government. 



» Ibtd, page 75 
Ibid, page 76 
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Land status 

The United States holds 48 million acres in trust for tribes and 
11 million acres of land in trust for individual allottees. The trust 
status of land was established by treaties and subsequent Acts of 
Congress and Presidential Executive Orders. The trust status of 
lands means that tL^ land cannot be sold, but in practice, tribal 
governments may grant use rights in the form of long-term leases 
subject to the approval of the federal government. Ordinarily, the 
Bureau of Indian Affairs is authorized to approve leases, but on oc- 
casion the Secretary of the Interior has retained the power of ap- 
proval for himself. For purposes of economic development, the com- 
plexity of Indian land ownership and control always creates uncer- 
tainty and substantial delay and adds to the cost of doing business 
in Indian country. 

Tribal sovereign immunity 

Federal law holds that Indian tribes are sovereign but dependent 
nations. As such, federally recognized Indian tribes are generally 
immune from suit. It has been Congressional policy '*not to sanc- 
tion suits upon contracts or other causes of action at the instance 
of private parties. In respect to their liability to be sued by individ- 
uals . . . they have been placed by the United States, substantially 
on the plane occupied by the States under the eleventh amendment 
to the Constitution." 

Tribes can, however, waive their immunity from suit. Provisions 
in the Indian Reorganization Act permit tribes to adopt a constitu- 
tion and by-laws and to create a separate business corporation to 
vest all or part of a tribe's assets. A tribe can adopt a '^ue and be 
sued provision" in its corporate charter, but the exercise of such 
.nust be limited only to the collateral assigned. However, certain 
tribes have not organized to the extent that they have corporate 
charters. In these cases, tribes can stand on sovereign immunity 
and are immune from suit.'^ 

Jurisdii ion 

As sovereign but dependent nations, reservation Indians have 
the right to make their own lawi^ and be governed by those lav^s. 
Some tribes have established judicial systems; their courts hold 
sway over civil matters. While there are provisions in the U.S. 
Codn which give certain states civil jurisdiction over Indians, in 
much Indian case law, state laws have no applicability on reserva- 
tions. In a case argued before the Supreme Court in 1959, the Court 
held that State courts lacked jurisdiction to hear a case involving a 
non-Indian trader who was attempting to collect from two reserva- 
tion debtors. The court ruled that a debt collection suit could only 
properly be brought in tribal court. 



Tt^bo v Choctaw Tribe of Indians. 66 F 372 (8th Cir 1895) cited in American Indian Na- 
tional Bank, Legal Problems of Financing on or Near an Indian Reservation and Possible Solu- 
tions, hereinafter referred to as AlNB Paper prepared for the American Indian Development 
Corporalion, October 1980 
•^AINB, paae 4 

' * Eric Eberhard, "Legal Problems Affecting or Restricting Economic Development Activities 
Vi'Tu n ^P**" P^'^P^*'^ the American Indian Development Corporation, April 

1978, pages 9-11 This paper provides a review of m^or Indian case law on the suoject 
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Taxation and public debt 

In exercise of their sovereign powers, some tribes have estab- 
lished tax codes. These codes are generally patterned after similar 
state or f^eral taxes. But the establishment of tribal tax codes is 
not the same as collecting the taxes. Several tax cases are now 
being litigated where corporations, principally energy companies, 
contend that, because they cannot participate in tribal government 
affairs, they are subject to taxation without representation. The 
issues surrounding Indian taxation are highly complex and no 
Indian government has been able to finance itself through tax- 
ation. 

Tribes have attempted to raise capital by means of public debt 
instruments. While tribes have the a*ithority to issue public debt 
instruments (revenue, general obligation or industrial bonds), 
under current law any such bond issues would not be tax-exempt. 
While there are currently efforts underway to secure tax-exempt 
status for Indian tribal bonds, their marketability is in ques 'ion be- 
cause tribes are an unknown entity in the bond marketplace. Fur- 
thermore, tribes have not established taxation programs of suffi- 
' ient scope to f^enerate the revenues to repay the bonds. 

Tribal governments as promoters of economic development 

The financial basis of many tribal governments apa:*t from feder- 
al programs have typically been royalties from resource leases. 
Except in rare cases, these revenues have not oeen sufficient to 
cover operating expenses. Tribal governments provide a wide range 
of services to their people without an adequate tax base. Further- 
more, the levy of state taxes on what few firms there are, place 
tight limits on tribes' abilities to establish a revenue base from tax- 
ation. Tribes then, unable to fund themselves sufficiently through 
royalties and taxation, are being forced to fund themselves through 
profits. 

Tribes typically have had very limited control ovei the manner 
in which their resources have been utilized, in part because of the 
way in which past treaties and leases have been negotiated and the 
manner in which the Bureau of Indian Affairs has administered 
the trust responsibility. Tribes must establish control over their re- 
sources if they are to prevent the further exploitation of their re- 
sources with only limited return to tribes that has occurred in the 
past. Tribes must establish ownership control so that development 
decisions are consistent with tribal goals. 

For the most part there is only a very limited private sector on 
reservations Indian individuals tjrpically have neither the capital 
nor the .rtise to build a reservation economy by themelves. 
Tribal governments must rush into the breach for only tribes are 
able to organize the resources for a development program of the 
scale necessary to significantly improve reservation conditions. 
This does not mean, however, that tribes should preeinpt entre- 
preneurial members who are capable of establishing smaller enter- 
prises on their own. The successful implemen^ation of a develop- 
ment program must be led by the tribe, built around the uncom- 
mitted resources still in its control, in partnership with individuals 
to fashion a viable diversi^ed tribal economy. As Indian tribes and 
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Indian individuals have reached this stage in their economic devel- 
opment, they are finding the accessing of funds with which to fi- 
nance their development projects more difficult. The next section 
discusses the source of development capital and the difficulties en- 
countered in apply these to reservation-based projects. 

Barriers to Capital Acquisition 

Private lenders are reluctant to lend to reservation-based ven- 
tures. Most commercial bankers do not consider ' servations to be 
viable lending markets; one banker commented thai his bank loans 
primarily out of a sense of corporate social responsibility in order 
to promote community goodwill. 

Collateral 

Lenders require collateral for their loans. The lack of authority 
for tribes, or individuals, to use their land, their main asset, as se- 
curity, requires that they must pledge other assets. Primary 
sources of collateral that lenders have indicated they will accept 
are certificates of deposit, or the interest on certificates of deposit 
assigned to the bank or assignment of lease rental income collected 
by a third party. However, even if such sources of collateral were 
pledged, off-reservatioi* lenders perceive reservation based loans as 
risky for a number of reasons. Two legal problems banks face in 
lending, as noted by the American Indian National Bank,i« center 
around tribal sovereign immunity and/or jurisdictional disputes. 
Banks fear that in event of a loan default, their recourse may be 
limited. If a tribe has not organized to the extent that it has a cor- 
porate charter, it cannot "sue or be sued" and a bank therefore 
could not recover a potential loss through legal action in any court. 
Furthermore, off-reservation lenders who are not tribal members, 
are reluctant to press their claims in tribal courts as they feel they 
would be at a disadvantage in tribal proceedings. 

Servicing costs 

Among other problems noted by lenders is the expense of servic- 
ing locms to reservation Indians. These costs include those relating 
to the distance of reservations from lending institutions md the ad- 
ditional time required to properly monitor loans where manage- 
ment problems may be perceived to be at issue. 

Perceived high risk 

For the reasons noted above, loans to reservation Indians are 
generally considered to be high risk loans. In order to minimize 
risk, banks have required 100% federal loan guarantees. Because 
the banks' exposure has been reduced to only the administrative 
time taken to process loans, it has been reported that the banks 
had no incentive to properly monitor these loans, and this contrib- 
uted to project failures. An official at the Bank of Am^nca stated 
that in light of the substantial reduction in federal loan guaran- 



**Per8onal communication with Paul Klorea, Vice President, Valley National d'nk, Phoenix, 
Arizona, April 15. 1981 
>«AINB, pages 4-« 
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tees, it was likely that for his bank, that loans to Indian ventures, 
among other minority loans, would be curtailed.^'' 

It has been pointed out that commercial banks are not appropri- 
ate to finance development projects, which require long-term fi- 
nancing because banks, i i order to maintain hquidity, primarily 
loan for the short term. 'Banks provide the worst form of financ- 
ing for a small growing firm. They provide only debt, the amortiza- 
tion of which reduces the ability of a small firm to reinvest profits 
and grow. Furthermore, commercial banks generally do not provide 
long-term loans. Shorter-term fincmcing sharply increases the debt 
service demands on a firm precisely at the time when their de- 
mands for capital is the greatest, further constraining the growth 
of small firms." ^® 

Venture capl^isisi, who provide longer-term investment capital, 
specialize in high risk ventures and it would appear that this is a 
much better suited form of financing for reservation ventures. 
However, venture capitalists favor high technology, high return 
ventures with extremely fast growth potential with sound mcmage- 
ment. Reservation enterprises are generally conventional in nature 
and are thus less attractive. Management is perceived to be lack- 
ing. Alsu the remoteness of reservations place reservation ventures 
at a disadvantage in attracting venture capital, as venture capital- 
ists generally concentrate on firms located close to their offices so 
that they can maintain a close advisory relationship with the en- 
terprises they fincmce.^^ 

Lack of Information 

The sale of securities has been suggested as the best, but least 
accessible source of financing for businesses in rural areas. A 
recent study noted, "The inadequacy of current data possessed by 
tribes about their reservation economies," 21 and lack of detailed 
project analysis. The sales of securities require much information 
about reservation economic environment and investment opi>ortu- 
nities, but typically, investors feel that the reservation environ- 
ment is too risky, partially because of this lack of information. 



Lacking sufficient internal capital and effectively cut off from 
conventional sources of private financing, Indians have found 
themselves almost totally dependent upon the federal government 
as their primary source of capital for development. Since the 
1950's, the federal government has provided capital in the form of 
categorical grants, subsidized loans, loan guarantees and interest 
subsidies. The record of the federal programs providing assistance 
to reservations has been mixed, and the impact of federal assist- 
ance has been diminished according to several major Congressional 
studies 2 2 conducted over the past decade, because a numoer of de- 



' ' Personal communication with Cecil Byrd, Vice President, Bank of America, Los Anseles. 
California, April 13, 1981 

'•Nancy Barbe. "Financing Rural BuamesB An Analysis of Sources of Long-Term Capital " 
Paper prepared for the National Rural Center March 1980, page 9 
' ■ Ibid., pages 4-6 
pages 6-7 
Brown, page 1. 

These studies were previously cited m note 1, above 
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ficiencies in the administration of these programs, including inad- 
equate project review and monitoring and inadequate technical as- 
sistance, and because of the inac^c^uate level of funding. The eco- 
nomic program of the Reagan Ad'>iini8tration proposed to severely 
cut back, and in certain cases poolish, the funding for programs 
which have provided the major assistance for reservation economic 
development. In light ot this, it would not make sense to present a 
program-by-proprri id review, for some of the prob'ems noted and 
recommendatiop- proposed, would now >>e moot. However, the 
m^or points are assembled below. 

Inadequate project review and monitoring 

The major programs that have provid. i assistance to enterprise 
development on Indian reservations are the Economic Development 
Administration, the Small Business Administration and th.- 
Bureau of Indian Affairs. The General Accounting Office, noting 
that by the nature of the programs, business ventures funded by 
SBA and EDA generally involve greater risks than do typical new 
business ventures financed through con '5nticn£l sources, took 
these agencies to task for inadequate review and monitoring of 
Indian business venturer. 

"In our opinion," GAO stated, "EDA and SBA have not ade- 
quately evaluated the feasibility of proposed business ventures on 
reservations before providing financing assistance. In some cases 
these agencies did not retjuire th^ development of all necessary in- 
formation to permit a good eval^ ion of the business ventures' 
propects. In other case3 the agencies provio ^ financing without re- 
quiring the resolution of known problems." 

"Once financing has been provided, EDA and CEA Jid not moni- 
tor the bus.ness ventures' oper«^tions to promptly identify deficien- 
cies in these operations and to provide the assistance needed to cor- 
rect them before tiey became so severe that they caused operations 
to be discontinued." 23 

Administrative deficiencies 

The Bureau of Indian Affairs assumed a greater role in reserva- 
tion economic development with the passage of the Indian Finance 
Act in 1974. The Act was passed to increase the availability of 
funds to indi\^dual Indians and Indian tribes for starting or ex- 
panding Ludiness enterprises on or near reservations. The GAO, in 
1977, found several program management deficiencies which hin- 
dered the success of the Act. According tc the GAO, the Bureau, 
contrary to stated policy, made direct loans to relending on ^niza- 
tions with continuous high delinquency rates. Furth^^rmort, the 
GAO fund that loans were made without a reasonable prospect of 
repayment. Cited was an example of a loan extended to an Alaskan 
corporation which owed the Federal Government more than $6 mil- 
lion.2* 



"Genera) Accounting Offices, 'improving Federal Assisted Business Development on Inaian 
Reservation. R/'port to the Congress, June 1975, page 75 

" General Accounting Office, "More Federal EfTorts Needed to improve Indians' Standard ot 
Living T^^rough Business Development " Report to the Congress, February 1978, pages 31-33 
This repo. . is hereinafter ♦^ferred to as GAD (1978) 
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An adequate accounting system '"as not in place to manage the 
increased volume of funds for lending as a result of the Indian Fi- 
nance Act. The GAO noted that this deficiency was brought to the 
attention of th*3 Bureau two years earlier, but not correct^. 

Loan files were found to lack the reouired documentation on 
loans made u.^1^t the Guaranteed and Insured Lwn Program. 
* Some of the files reviewed were missing plans of operation and 
adequate feasibility studies of the enterprises. Most of the files did 
not have loan-closing documents, such as conies of notes and collat- 
eral." 26 

The GAO's review of loans in default indicated a limited evalua- 
tion of loan proposals. GAO stated that the Bureau's analysis were 
inadequate and relied on evaluations of commercial lenoers which 
were considered superficial. 

Also noted was limited loan servicing by bnders of guaranteed 
loans. The Office of Audit and Inv*istigation of the Department of 
the Interior stated that the Bureau must eptablish a monitoring re- 
porting system, but BIA officials demurred, stating that it lacked 
the staff or the funds to do so 

Another problem noted by the GAO was that short repayment 
terms could impair the objectives of the program. "Short repay- 
ment terms created a large repa^/ment schedule in the formative 
years of a nev/ business and could possibly be a m£gor factor in the 
failure of some businesses." 

Inadequate technical assistance 

Another majoj' deficiency noted by the GAO, as well as the 
American Indian Policy Review Commisbion and the Young Presi- 
dent's Organization 2» were the limited management and technical 
assistance provided. The GAO noted, for example, that of the four 
defaulted guaranty loans examined, only one borrower had re- 
ceived technical assistance.30 The American Indian Policy Review 
Commission found that BIA staff lacked the necessary skills to pro- 
/ide meaningful technical assistance. The Commission concluded 
that the Agency did not have personnel who were ''appropriate to 
the requirements of a specialized technical assistance effort. There 
are no specialized technicians within the Bureau of Indian Affairs 
to proviat for the rapidly increasing demand for specific expertise 
in highly technical areas. The depth of training and necessary ex- 
perience precludes using or retaining existing personnel, in most 
cases. The p'-es^nt autocratic orga::izational structure is also not 
flexible enough to permit technicians to move quickly from area to 
area. ' 31 

The Young President's Organization in a later si^udy stated that 
"On each visit, we heard pleas for meaninc^ul teranical assistance 



"/6id. piges 3G 34. 
"/6td., pages 34-36 
"/6td., pagf8 37-38 
pagfcs 38-40 

In the Spring of 1976, members of the Young Presidente Organization, (YPO), a natMnal 
organization composed of corporation presidents under the age of 40, studies the opera^o.i and 
administration or the Indian Finance Act and its impact on reservations for the BIA and thr 
Secretary of Interior 

30 GAO (1978), page 42 
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and managem ent help. We were unable to identify any case where 
the IFA (Indian Finance Act) had provided effective technical as- 
sistance, probably because it is available under the IFA Act as a 
last resort' source . . . such assistance was less than useful. A bud- 
dmg enterprise cannot wait for various government agencies to ne- 
gotiate which one caii and should provide technical assistance."^^ 

I/isufficient funding 

Regarding the inadequate level of funding the Policy Revie\7 
Commission stated why federal efforts to date have not been suffi- 
cient. "The problem is not that federal eftorts have failed to 
produce any economic development on Indian reservations, but 
rather that the rate of economic development has not kept pace 
with the rising level of need associated with both the rising Ameri- 
can Indian population and the rising cost of the average level of 
living of all American people. For example, while some increases in 
American Indian employment have occurred as a result of econom- 
ic development efforts on Indian reservations, the rate of increase 
in employment has not kept pace with the rate of increase in the 
American Indian labor force, with the result being increasingly 
higher rates of unemployment among American Indians. Similarly, 
there have been some increases in American I idian per capita 
incf me, but the rate of increase in these per capita incomes has not 
kept pace with either the rate of inflation or the rate of increase in 
the average American per capita income, with the result th^t the 
disparity between non-Indian and Indian per capita incomes has 
been increasing in both real and relatwe terms. Indeed, the rate of 
increase in the poverty level of income has been fa3ter than the 
rate of increase in American Indian incomes, with the result that 
more, rather than fewer American Indians are living below the 
poverty level.'' 

It may rot be reasonable to assume that the problems outlined 
above, ^an effectively be sclved by a federal agency operating with 
limited jtaffs on annual appropriations, especially in view of the 
rece-' juts in i^hc federal budget propos3d by the Administration. 
A recent analjsis of the cuts leveals that, the budget will result 
in no more furds available from EDA in Fiscal Year 1981 for tribal 
projects and planning becaupe of a recession of two-thiris of the FY 
'81 funds for Indian programs. All economic development grants, 
loans and loan guarantees provided to tribes by EDA, the Commu- 
nity Services Administration and the Farmers Home Administra- 
tion will be teriP'uated by FY *82 and planninr support for eco- 
nomic development \nll cease in FY *83. It is clear that federal 
funds, which were previously inadequate, will be woefulW inad- 
equate. 



" YPO, page 14 
33AIPRC, page 131 

Council r Energj Resource Tribes, "Highlights of Reagan Budget Revisions " Memoran- 
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The Need for an Independsnt Development Finance 
Institotion 

As shown in the previous discussions, the unique economic and 
institutional conditions of Indian country bave created a situation 
where development capital for reservation-based economic ventures 
IS difficult io assemble. Inoian tribes and Indian individuals do not 
have sufficient equity in the form of savings or excess revenues to 
capitalize their projects. Because of protective devices placed 
around Indian reservations, Indians experience great difficulty in 
accessing capital and credit from private financial institutions. 
Lacking internal capital and cut off from private capital and Ciedit, 
tribes are almost totally dependent upon the Federal Government 
for development capital. Yet, historically, the administration of 
these funds has diminished their impact; and the level of funding, 
previously insufficient, is now about to be significantly reduced. 

The need for economic development in Indian country persists. 
Based upon the preceding discussion, what is required is a new in- 
dependent and autonomous institution which consolidates the eco- 
nomic development functions previously performed by agencies 
soon to be curtailed or abolished. This institution should be struc- 
tured to provide improved technical assistance, project evaluation, 
ioan review and monitoring to increase the success of development 
jvrojects in Indian country. 

Findings of the American Indian Pohcy Review Commission 

In 1976, the American Indian Policy Review Commission's Task 
Force on Reservation pjid Resource Developmenc and Protection 
recommended that all development-related federal funding for Indi- 
ans be consolidated into a independent American Indian Develop- 
ment Authority (otherwise called the American Indian D-^velop- 
ment Finance institution), which institution would be authorized ♦^c 
make all necessary grant and loan commitments for the entire du- 
ration of multi-year comprehensive development plans prepared by 
Indian tribeo. The Commission determined that what was ne^nled 
was a "new orientation" for Indian reservation development, and 
that federal funds should be administered so that they "are spent 
in the right places at the right time and on the causes of under- 
development, rather than on the symptoms. Rather than spending 
funds for providing housing for those who cannot afford it, and 
training for jobs which do not exist, these funds should be spent for 
reservation re^^ources and industrial development and the neces- 
sary infrastructures to sustain this." 

The Policy Review Commission proposed that the ''mechanism to 
administer this now program is an American Indian Development 
Authority (AIDA) created by Congress as an independent Federal 
agency. It shall be the function of AIDA to provide Indian reserva* 
tions with technical assistance funding and development capita to 
prepare and implement comprehensive development plans. Initially 
it shall coordinate, and eventually consolidate all development re- 
lated federal funding for Indians from current categorical grant 
programs." 



-'•AIPRC. pagel?! 
"/6id, page 132 
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The Commission concladcd that this "approach to reservation de- 
velopment will make economics work for Indians rather than 
against them. This is the American Indian version of a model ap- 
plied with some success in other under-developed economies. By 
pursuing development in a manner which emulates the way in 
which successful development has taken place elsewhere, reserva- 
tions should be ablo to reach the necessary threshold levels of eco- 
nomic activity which will make possible a self-generating, self-sus- 
taining economy." 

The creation of an American Irdian Development Finance Insti- 
tution, in light of the economic policies articulated by the current 
Administration, should be seen as an opportunity to demonstrate 
that the administration is now charting a course for development 
of Indian economics through a partnership arrangement. And that 
this new arrangement will enable tribes to overcome government 
dependence by focusmg on investments which will maximize the 
rate of return on capital and contribute positively to the capital 
structuring and formation process of Indian country. 
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ESTIMATION OF CAPITAL NEEDS FOR AN AMERICAN 
INDIAN DEVELOFMENT FINANCE CORPORATION 



By RonaM L. Trosper 



Introduction 



Those working on the development of an American Indian Devel- 
opment Finance Corporation in several meetings discussed the 
question of determining the Indian capital need. Two methods of 
estimating capital requirements for an AIDFC have been proposed. 
One is a "macro" and one is a "micro" approach. The macro ap- 
proach would take aggregate data on the Indian population and on 
the national economy to calculate the capital needed either to close 
an income gap or to remove high rates of unemployment. The 
micro approach would collect a list of feasible projects from reser- 
vation planners in an attempt to estimate the current supply of 
projects for such an institution. 

This paper takes the macro approach. It used to be common in 
development planning to use capital-output and capital-labor ratios 
in planning. Neither technique is perf^^jt, and both could be criti- 
cized for unrealistic assumptions and lack of detail. But if the goal 
is modest, to obtain a ballpark estimate of need, perhaps the exer- 
cise is worthwhile. One must emphasize that the calculations pre- 
sented in this paper are intended only to establish the general 
magnitude of need for one type of capital among Indians. 

The first macro method uses a capital-income ratio to calculate 
the additional capital needed to support additional i nccin?. The 
second uses a capital-labor ratio to estimate the additional capital 
needed to provide additional jobs. In the first approach, one calcu- 
lates an income gap that needs filling; in the second, one estimates 
the number of needed jobs. 

It would be desirable to make the calculations for 1980, the year 
just past. But one must recognize that there is a lag in the publica- 
tion of data. The Bureau of the Census has only just begun to issue 
its reports from the 1980 Census. National data on Indians from 
the Volume I series will be available soon, but not yet. 

As ap. alternative, calculations in this paper are based upon data 
from 1969. This has several advantages. First, one can use informa- 
tion from the 1970 Census of Population to obtain baseline esti- 
mates of American Indian income, population, labor force partici- 
pation, and unemployment. Although it probably undercounted In- 
dians, and although it used self-identification, the 1970 Census re- 
mains a more reliable source than estimates of income and unem- 
ployment from the Bureau of Indian Affairs. If our eventual audi- 
ence \& Congress, estimates based on Census sources will be easier 
to defend. 
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A second advantage of using 1969 is that John W. Kendrick's 
book, The Formation and Stocks of Total Capital (2), provides a 
comprehensive statement of the capital stock or the United States 
in 1969. 

A third reason to use 1969 is that the economy was in a position 
of full emplo>Tnent, prior to the troubles of the 1970's. The national 
unemployment rate averaged 3.5 per ent in 1969 and 4.? in 1970. 
Thus, all Indian unemployment in 1969 and 1970 can readily be as- 
sumed to be '^structurar^ rather than ^^cyclical" unemployment.* 
In addition, CETA did not exist; if one believes that many CETA 
jobs are a form of welfare rather than productive employment, use 
of data prior to CETA omits any reduction in unemployment due to 
CETA jobs. One could consider using data on Indians in the Survey 
of Income and Education, a survey conducted in the spring of 1976. 
Because the economy was coming out of a recession at that time, 
that data would impart a;i upward bias to observed unemployment 
as an estimate o** structural unemployment among American Indi- 
ans. The national unemployment rate in April 1976 was 7.6 per- 
cent. It has averaged 8.5 percent in 1975. 

For these three reasons, therefore, estimates of the ::apital re- 
quirements for an AIDFC are made using 1960 data. These esti- 
mates are then extrapolated to 1979 using a p/ice inflator to take 
account of changes in the value of the dollar and a population 
growth factor to take account of changes in the number of Indians. 
When the 1980 Census data are available, the estimates can be up- 
dated using its results for income, labor force participation, and un- 
employment. 



Table 1 presents data on Gross National Product, Net National 
Product, National Incone, and Perianal Income from the National 
Income and Product Atccunts (NIPA) for 1969. When divided by es- 
timated national population in 1969, the result giveb several meas- 
ures of income per capita. The table also gives estimates of per 
capita income from the 1970 Census. Census data is based upon the 
population of April 1, 1970, and the income reported for that popu- 
lation in 19^<^. One needs to use the Census data in order to com- 
pare American Indian income to national income. But one needs to 
use the NIPA data for 1969 for comparisons to Kendrick's capital 
data. Fortunately, NIPA's Personal Income corresponds closely to 
Census income.^ 

Census data on personal income reveal that American Indians 
received about half as much income per capita in 1969 as did the 



* Cyclical unemployment is caused by recessions, which occur when general demand for goods 
and services is below the capacity of the economy to produce them Structural unemployment is 
caused by factors unrelated to the level of general demand Two examples are discrimination 
and geographical immobility 

* The Census definition of income is closest to the Personal I) come concept in the National 
Income and Product Accounts These accounts are produced by ti.c» Bureau o? Economic Analy- 
sis in the Department of Commerce NIPA s Personal Income includes imputed rent for awner- 
occupied housinff. which is omitted by tlie Census The NIPA data also provide better e^tirr^ates 
for property and transfer income, which tend to be underreported in the Census As shown by 
Table 1, the difference ^mountt to *SS1 per person. usinK the Census population data This is 
the difference between $3670 and $3139 The population figure in row five, 20.3.210,000. is from 
the Statistical Ahstroct and is the Census number rounded to five significant digits 
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nation as a whole. The exact value is $1573/3139, which equals 
.5011. Applying the ratio of per capita incomes in the 1970 Census 
to the 1969 NIPA Personel Income per capita ($3703), it appears 
that for all Indians a gap of (.0511) x ($3,693) = $1,856 existed in 
1969. 

Table 1 gives two sets of population figures. One is the national 
:»opulation for 1969. The other is the national population figure in 
uie 20 percent count of the 1970 census, a' ' the corresponding 
figure for American Indians. Three different population counts are 
available in the 1970 Census, a full count, a 20 percent sample, and 
a 15 percent sample (5). The respective counts are 792,730; 763,594; 
and 760,572. The calculations presented below are based on the 20 
percent count. If one wishes to adjust them to the full count, the 
totals should be multiplied by 1.038. Average figures should not be 
adjusted. 

TABLE 1.---INC0ME AND POPUUTION DATA, )969 AND 1970 





Total /alue 196<) 
Milars {otlUons^ 


Population 1969 


Value per capita 


Bureau of Economic Analysis * 








GNP* 


$953 5 


3 201.385.000 


$4,645 




853 1 


201.385.000 


4,236 


Nationai income ^ 


767 9 


201.38!; OOC 


3,813 


Personal income * 


745 8 


201.385,000 


3.703 




745 8 


203.210,000 


3.670 


Bureau of the Census 








Per capita income. 1^69 








Nation * 




203,212.877 


3,139 


American lnd;ans * 




763.594 


1,573 



' fcanomic Repoii of tfie President, January 1978 ^3ba B-I7 
^ MWw "^jI^}}!^^^!}^ i: ojmpared to that ot t^Ihei uwntttei. GhP is Itie income measure used GW minus depreciation adowancr. 

WK*"*"^ N« «tional ProAttt NNP minus indirect twsmess taxes equals National Income To go trom National Income to Personal Income 
'^^c^ilS* ft mam ones are to siAtract undRtr^teo corporate profits and social security laies. and to add transfer payments Detaiis 
are m rootnote j latw 6^17 

' Statistcal Abstfxt of the Umted States. 1974 p S 
Summ^ TaSr94^ ^ ^^'^ ^ Charactefstics. Final Report PC(1)-C1. Umted S'jtes 

»US Bureau of the Census Census of Popntalion 1970 Sutxect Reports. Pina, Report PC(2)-1F, American irKlians. Tables 1 and 9 

The full count for American Indians and Alaskan Natives has 
just become available for 1980 (7). The population was 827,268 in 
1970; in 1980, 1,418,195 American Indians, Eskimos, and Aleuts 
were counted. This represents an increase of 71 percent. Some of 
the increase is due to a natural population g. vth, some is due to a 
better count of Indians, and some may be due tc additional num- 
bers of Indians and Alaskan Natives identifying themselves. The 
combination of these factors is unknown. Whether the data in 1970 
is a biased or an unbiased estimate of true levels of income and em- 
ployment in 1970 is also unknown. In the following calculations, 
1970 data is taken as an accurate estimate of average income, un- 
employment, and participation rates for Indians. Population total 
values are scaled upward by 1.71 in order to project the results to 
1980. This should adjust simultaneously for all the factors which 
account for the changes in the population count betv/een 1970 and 
1980. 



7/ 



76 



Capital in 1969 

Much of the income gap can be attributed to different levels of 
ownership of ''capital" by Indians compared to the whole nation. 
Kendrick (2) ambitiously attempts to estimate the net value of all 
capital, human as well as nonhuman. He adopts a four-fold classifi- 
cation; tangible nonhuman, intangible nonhuman, tangible human, 
and intangible human. Examples of tangible nonhuman capital are 
the equipment, inventories, and structures of a factory. Intangible 
nonhuman capital is knowledge gained from research and develop- 
ment. Tangible human investments are the costs of rearing chil- 
dren to age 14; intangible human investments are education and 
training, health maintenance, and migration. 

Kendrick estimates the amount of each of these four types of in- 
vestment for three sectors: Persons, Business, and Government. 
Table 2 is a reproduction of his summary table for 1969.^ In 1969, 
the total net value of capital in the United States held by all sec- 
tors was 6,920.4 billion dollars. This figure was obtained by adding 
all past investments and subtracting estimated depreciation of each 
type of capital. For the purposes of estimating figures for an 
AIDFC, we are interested in just part of this table, estimated tangi- 
ble capital held in the business sector. This figure, |1, 252.1 billion, 
is the appropriate figure because we have viewed the AIDFC as ap- 
plicable to directly productive investments undertaken by Indian 
individuals, businesses, and governments. 

It may be surprising to discover that tannble business capital is 
only 18 percent of all capital in the United States, and only 41 per- 
cent of all tan^ble nonhuman capital. The per capita income of the 
United States is supported by a wide variety of capital. Similarly, 
an AIDFC, oriented toward creation of tangible business capital, 
cannot close the entire income gap between Indians and others in 
the United States. Human capital must also be created and uti- 
lized. 



TABLE 2 —NET NMIONAL CAPITAL OF THE UNITED SfATES, BY TYPE AND SECTOR, 1969 

[BtKions o( current doflars] 





Nation 


Persons 


Business 


Governments 


Nonhuman 


3.220 5 


1.103 0 


1.3065 


Sill 


Tangible 


3.035 6 


1.091 5 


1.252 1 


692 0 


Land 


686 8 


174 3 


393 7 


1188 


Str»ictures 


1.376 1 


515 9 


423 0 


4363 


Equipment 


617 4 




2307 


102 7 


(Miiitary) 


11468) 






(146 8) 


Inventories 


3553 


1173 


2038 


34 2 


Intangible 


184 9 


115 


54 4 


1191 


Human 


3 699'^ 


2.695 9 


1S9 5 


834 5 


Tangible 


1,146 


1.146 9 






Intangible 


2.553 0 


1.54 9 0 


169 5 


834 5 


Education 


2.267 3 


1,3^4 1 


1624 


7709 


Health 


2417 


1750 


50 


617 



' He al80 provides 8ummar> tables for 1»29 and 1948, as well as numerous breakdowns of the 
data for every year between his benchmark years 
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TABLE 2.-NET NATIONAL CAPITAL OF THE UNITED STATES, BY TYPE AND SECTOR, 1969-Coritinued 

[Billions Of current (tollars] 



Nation Persons Business Governmenis 



Mobility 


439 


-:o 2 0 


19 


Total— domestic 
Net foreign assets 


6.9204 
69 2 


3.798 9 1,476 0 


1.645 6 


Total— national 


6,989 6 






Source John W Kendfick, The formation 


and Stocks of Tola! Capital, (New York 


Columbia Unwsity press, 


1976), p 5i 



Using the 1969 total population of the United States, the value 
per capita of business tangible nonhuman capital is $6,217. The 
value of income per capita in 1969 is $3,703. The ratio of these 
numbers, the capital-income ratio, is 1.679.* 

Table 3 presents two important ratios which will be used in sub- 
sequent sections. The first is the capital-income ratio, 1.679. The 
second is the ratio of tangible nonhuman capital in the business 
sector to the total employed non-governmental civilian labor force 
in 1969. This ratio is $19,058. 

Capital-Income Ratio Method 

Table 4 presents the calculation of capital needs in 1969 using 
the capital-income ratio. There is a gap of $1,856 per person be- 
tween Indians and non-Indians in 1969, as reported in Table 1 
Multiplying this gap by the capital-income ratio of 1.679 from 
Table 3 gives a capital value of $3,115 per person. Since Indian pop- 
ulations was 763,594 according to the 1970 Census (20 percent 
count), the total capital need in the business sector was 
$2,379,000,000 in 1969. 

It remairn to transfer this estimate to 1969, First, an adjustment 
in prices is needed. The price index for gross private nonresidential 
investment is appropriate. Prices for these goods increased 1.978 
times between 1969 and 1079 ((1), Table B-3; (9)), In 1979 prices, 
therefore, the capital need for the population in 1969 was 1,978 
times $2,379,000,000 or $4,405,000,000. The final adjustment is to 
multiply by the increase in counted population, 1.71, for a total es- 
timate of $8,050,000,000. f-H . . 



Those accustomed to capital-outpu; ratios will be surprised, for such rat'os are commonly 
assumed range around 3 This larger number usually derived by adding up all tangible 
nonhuman capital If this is done for all three sectors using Kendrick's data, and GNP is used as 
a measure of output, the resulting ratio ip :^03b 6/935.5= which is above the usual ratio 
because so much govern.nent capital and all . '^nsumer durables are included 
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Table 3 — National capital-income and capital-labor ratios, 1969 

Item Value 

(1) National net tangible nonhuman capital, business sector, 1969 $1,252,100,000,000 

(2) National personal income, 1969.. . $745,800,000,000 

Ratio, (l)/(2) (crnital/income) i 679 

(3) Total civilian employment, 1969 ... 77,902,000 

(4) Government wage and salary workers . 12,202,000 

(5) Total number of nongovernmental workers, 1969 ((3)— (4)) 65,700,000 

Ratio, (l)/(5) (capital/labor) $19,058 

Sources John W Kendnck, The Formation and Stocks of Total Capital. New York Columbia 
University Press, 1976, p 51, (2) Economic Report of the President, January 1978, Table B-17. (3) 
Ibid, table B-27. (4) Ibid, teble B-34 

Table 4 —Indian capital needs using the capital-income ratio method 

Item Value 

National per capita personal income, 1969 $3,703 

X Ratio of Indian to national per capita income, 1970 Census . 501 

= Per capita income gap $1,856 

X Net national tangible nonhuman capital per dollar of persona! 

income, 1969 1.679 

= Capital needed per person $3,116 

X Indian population, 1969 $763,594 

= Capital needed, 1969 $2,379,000,000 

X Price increase, 1969-79, for nonresidential fixed investment . 1.978 

= Capital needed in 1979 prices $4,706,000,000 

X Increase in count of Indians, 1970-80 1.71 

= Estimated capital need, 1079 $8,046,000,000 

Assuming, therefore, that Indians did not gain upon the national 
average per capita income during the 1970's, that the Indian data 
in 1970 represents average income level for the population which 
was later enumerated in 1980, and that the capital-labor ratio re- 
mained unchanged between 1970 and 1980, we have a total estimat- 
ed need for business capital of $8 billion dollars. 

Capital-Labor Ratio Method 

Table 3 gives an average amount of business sector c^ipital of 
$19,058 per worker in 1969. This number will be combined with an 
estimated number of jobs needed in 1969 to provide a second, lower, 
estimate of capital need in 1969. The estimate is lower than the 
one in section 4. One reason is t})at no upgrading of the capital per 
already employed Indian worker is allowed for in this procedure. 

Table 5 gives the percentages which are used to obtain an esti- 
mated ''job gap" in 1969. The first column gives national labor 
force participation and unemployment rates for all males and fe- 
males as reported in the 1970 Census of Population. The second 
column gives the proportions for American Indians. Because unem- 
ployment is cyclical phenomenon, it is important to use data which 
applies to the same period of time for both the nation and Indians. 
In this case, the period is the week before the census day, April 1, 
1970.* Indians have a lov/er rate of labor force participation for 
both sexes; this rate is based upon the population 16 years old and 
over. Once in the labor force, Indians experienced higher rates of 
unemployment than did the nation as a whole. 



•Tl • Census data apphes to late March, 1970 Kendrick's capital data apply to 1969 A|. 
thouffh the two do not match exactly, they are close enough for providing ballpark estimates, 
which IS the got ^ this paper 
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TABLE 5.-WB0R FORCE PARTICIPATION AND UNEMPLOYMENT RATES PERSONS 16 YEARS OLD AND 

OVER, AP»IL1J970 



All races > 



American 

Indians 2 



Males 

Qviiian labor force parttc^ution 759 52 1 

Ufiemptoyment rate q39 ,ig 
Females 

Civilian labor force partiapation 4^3 353 

Uneinployment rate q52 io2 

SuJi^ tJS"w ^ ChafacteristKS, Finai Report PC(1)-C1. United States 

«US Bureau of tiie Census, Census of Population 197O Subject Reports, Final Report PC(2)-1F. Amfrican Induins, Table 4 

An estimate of jobs needed can be derived by applying the na- 
tional rates of participation and employment to the Indian popula- 
tion. Since the data is taken from the 20 percent count of the 
census, the estimated population from that count is used here. 
Table 6 demonstrates the calculation. National rates are applied to 
the Indian population; then actual Indian employment is subtract- 
ed from the estimate oi Indian employment at national rates. This 
leads to an estimated shortfall of 55,874 jobs.« 

TABLE 6.-EXPANDED INDIAN U\BOR FORCE. 1970 



Males Females 



233.266 
4133 



Total civilian population lO years old and over * 212,108 

X National labor force participation rates (table 5) 759O 

= Ejjpanded labor force 16o,990 96409 

X National rate of employment 96 1q g^g 

= Employed Indians at national rates I54 711 

- Actiwl Fmploywj Indians » iI6'457 

= Needed )Obs at national rates 33244 



91.396 
73.766 
17.630 



Grand total 



55.874 



'US Buf'au of the Cen- . Census of Population 1970, S(.tje:t Reports, Final Report PC|2)-lf American Imlians. Table 4 

This calculation has taken into account the phenomenon of the 
discouraged worker, the person who leaves the labor force be- 
cause of the lack of jobs. All of the difference in national participa- 
tion and Indian participation rates is attributed to this reason. In 
this way, some of the rationale behind BIA data is taken account 
of; the BIA includes persons not at work and not looking for work 
in its estimates of unemployed persons. In 1970, the BIA reported 
that the national unemployment rate was 28.6 percent for all Indi- 
ans and 41 percent for reservation Indians ((3), Table 3). The BIA's 
unemployment rate is larger than the conventional rate by defini- 
tion. The conventional rate counts only those actively seeking work 
as unemployed; the BIA counts as unemployed all those not at 
school and not at work who are of working age. If one were to use 

* Since national rates have been applied, some Indians would still be unc. >yed if all these 
jobs were found The fiKure in the text is the number of unemployed and discouraged workers 
above national rates One could use the high rates of unemployment in the 1976 Survey of 

?^nnJfr ^"cation to test this figure For all Indians in the lower 48 sUtes, 35,613 females 
and 37 030 males were looking for work, During that recession year, more Indians were out of 
work than the text estimates the job gap was in 1969 
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the BIA's definition of unemployment, the discouraged workers 
would be included in the labor force and the unemployed. One can 
therefore calculate the implied unemployment rate of Table 6 with 
the BIA definition. For males, the unemployment rate would be 
27.8 percent; for females it would be 23.2 percent. These figures are 
quite close to the BIA's figure for all Indians in 1970. 

Table 7 ^i^sents the estimation of needed capital based upon a 
capital-labor ratio method. The number of needed jobs, 55,874, is 
multiplied by the national average level of capital per worker, 
$19,058. This gives an estimate of $1,065 million in 1969. Applying 
the price inflator of 1.978 and the population growth factor of 1.71 
gives an estimate of $3.6 billion in 1979. 

Table 7.— Indian capital needs using the capital- labor ratio method 



Item Value 

Number of additional jobs needed, April 1, 1970 $55,874 

X National net tangible nonhuman capital per nongovernmental 

worker, 1969 $19,058 

= Needed capital for additional jobs, 1969 $1,065,000,000 

X Price increase, investment goods, 1969-79 1.978 

= Needed capital in 1979 dollars $2,106,000,000 

X Population growth, 1970-80 1.71 

= Needed Capital in 1978, capital-labor ratio method $3,600,000,000 



We have therefore estimated that the capital needed in the busi- 
ness sector to move Indian employment to national levels in 1979 is 
about 3.6 billion dollars. A number of assumptions underline this 
estimate. First, we have assumed that the number unemployed and 
discouraged workers are 1.71 X 55,874, which is 95,544 workers in 
1979. Second, we have made no correction for the positive net in- 
vestment per worker which occurred in the business sector between 
1969 and 1979. (To make this correction would require considerable 
effort.) Since significant positive net investment occurred, our esti- 
mate is too low on this account. Another reason this method gives 
a low number is that no provision for increasing net capital per 
worker for already employed Indian workers is assumed. Yet a 
fourth factor is that 1969 and 1970 were years of high employment. 
Recent years have seen much more reported unemployment. Un- 
employment, by reducing the number of workers, increases the 
amount of capital per worker, for unemployed machines are not 
subtracted from an estimate of net business capital. ThvJ, when 
data become available to compute capital per worker in 1979, the 
number may be high compared to our estimate. Fifth, CETA was 
implemented in the 1970's; by providing public sector jobs, CETA 
lowers reported unemployment. When 1980 Census data are avail- 
able, the effect of CETA will have to be kept in mind. 

Conclusion 

This paper has presented two alternative estimates of the capital 
needed in 1979 by American Indians to bring their business sector 
up to national levels. Using a capital-income ratio, the need is ap- 
proximately $8 billion. Using a capital-labor ratio, the need is ap- 
proximately $3.6 billion. In both cases, the type of capital is net 
nonhuman tangible capital in the business sector, namely, equip- 
Ment, structures, inventories, and land. This approach has ignored 
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other types of cr.pital which Kendri:k identifies, and which are also 
needed in Inuian communities. 

Table 2 of this paper reproduced Kendrick's data for 1969. Only 
18 percent of all capital in the United States is tangible capital 
held by the business sector. Persons and governments together own 
more tf»ng?ble nonhuman capital than does the business sector. The 
value of all human cap Lai in the United States, according to Ken- 
drick, exceeds the value of all nonhuman capital. This paper's at- 
tention is restricted to only a portior^ of the total types of capital 
Arhich are important. Additions to the stock of tangible capital in 
the Indian business sector should be accompanied by investments 
in other ty^oes of capital to be fuiiy successful. 

Of the tvvo approaches, the capital-income approach is the more 
comprehensive, for it implicity involves upgrading the quantity of 
tangible nonhurr.-n capital per Indian person, rather than per 
Indian unemployed worker. Since some Indians are employed at 
jobs with below ave;age capital per worker, the income approach 
gives a larger estimate. 

Both approaches assumed that average ratios are good esi^^ lates 
of marginal ' nes. For instance is it safe to assume that the capital 
needed per adc'itiona) urker is the same amoun* as the average 
capital per worker »^ow employed? Since capital valued at histcx-i- 
cal cost underest. nates its replacement cost, Kendrick's figures 
may be too low. See (IG) for p discussion of this. Therefore, the esti- 
mates of this paper are also too lov/ as far as this aspect is con- 
cerned. 

Several more steps are required to turn an estimate of general 
capital need into a recommendation for \}\e capitalization of an 
American Inc^iaii Development Finance Cor; jration. S ime factors 
should be taken into consideration in trtmf arming tL^^e numbers 
into ai' amount for a ne\^ institution. The geographical location of 
Indian x? unities and enterprises to be aided is one such issue; 
the num^^ra ir thiK papt>r are fo: Indians residing both on and o^ 
reservations. The abilHy of Tr.dian communities to develop good 
projects, and the ability of a new institution to evaluate and fund 
such projects will set one upper limit on the rate of growth of the 
enterprise. There will be a period of learning early in the life of a 
new institution. Another limit to growth will be t>^e amounts avail- 
able from the federal government and othe, lources, both for the 
American Indian Development Finance Corpor tion and for the 
projects which it sponsors. For these reasons, the scope of this 
paper Joes not include converting a macro estimate of capital need 
in. a recommendation for the -capitalization of a .ew institution. 
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INITIATIVES IN DEVELOPMENT FINANCE 
By Lorraine Turner Ruffing 
Introduction 

American Indians and Alaskan Natives experience poverty and 
unemplo3anent to an extent unequalled by any other group in 
America. They are among the poorest Americans. Rural Indian 
income per capita is $3,246 c ^ipared to the US average $8773 
(1979).* Indian unemployment on reservations is approximately 40 
percent as compared to the US average 6 percent (1979).2 

The causes of such unparalleled poverty and inemployment ha\e 
been widely studied beginning with the Meiriam Report in '928. 
Although the origin of such poverty 's strongly connected to the 
loss of land under the allotment policy, failure to build strong res- 
ervation economies upon the remaining Innd is also a contributor 
to contemporary poverty. A recent thorough examination of Indian 
economic conditions found thai reservation development under 
Indian direction is held back because Indians lack effective control 
over their land and resources, have limited access to long-term cap- 
itel, and have developed few managerial and technical skills. ^ 

The combination of srch obstacK ^ has greatly limited the estab- 
lishnient of reservation-based ent;.rprises that employ Indians. 
While various income-maintenance programs have alleviated ex- 
treme poverty, such programs have bred dependency and social dis- 
integration nd iyave failed to help Indian communities attain self- 
sufficiency. 

The purpose of tnis par^x is to explore specific ways of promoting 
Indian business development gwen the political, legal an ' econom- 

' I" J«^?om® '^^^J^^^Lr^*"®* non-fa. m Indian income pei capita ($1147) to national mcome pe*- 
capite mU9) was 37 This ratio. was applied to the 1979 persoial income per capite, $8773, 
to derive thr corresponding figure of $3246 for rurr.l Indian income per capite Personal mcome 
per capite is from the Bureau of 5conomic Ana^/gis, U S Dept of Commerce, 1979 These fig- 
ures will be revised once the 1980 U S Bureau -i Census figures are available 

''JR. Brown, "Preliminary Report on the Economic Development Needs Assessment Survey," 
American Indian Development Cor?v)ratirii, Albuquerque, N M , 1980; and BIA "Local Esti- 
mates of Residents: Indian Populatir arj Lai. :\r Force," April 1979 

= American Indian Policy Rev niission. Task Force Sever, Final Report or Reservation 

and Resource Devefopment - . ^ C-^- ^'nglon, 0 C. USGPO, 107^ Other studies in 

elude .Gereral Accountir More FeH^ .... fifi-orts Ner ded to Improve Indian's Stendard 

of Living Through Busin. »lopment," Washington. 19:8; M Udall, Indian Natural 

sources Develooment Act ' ^ /' General Accounting Office, "Better Overall Planning Needed 
J Improve \t\e Stendaid Uving of White Mt Apache of Arizona," Washington 1975, "Land 
Management Activities on Three Indian Reservations in S Dakote Can Be Improved," Washing- 
ton 1975; Indian Natural Resources— Opportunities of Improved Management and Increased 
fo'"'??"?!?'''*^^' ^^^'i"^," 'Expenditures Benefiting American Indians", Washington, 

/ in^r Pf**^*'?^, ®^®''®"^r,^**^ Business Development on Indian Reservations," Washing- 
ton 1975, Land Leases on Fort Hall Indian Reservation ir IHaho," Washington 1974; U.S Con- 
gress benate, Financing the Economic Development of Indians and Indian Orkanizations," 
Kernng befoiw Si bcommittee on Indian Affairs, May 31, 1?73, Gereral Accounting Office, "In- 
cr *»d Incone CoiilQ Beamed on Indian Trust Monies Administered by the Bureau of Indian 
Ai. s, Washington 1972; Joint Economic Committee, Toward Economic Development for 
Native American Communities. 91st Cong 1st Session 1969 
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ic environment in which these eiiterprises must function. Although 
economic development is more than 1: siness development, it 
cannot occur witho it it.'^ While the federal government has had 
some succe.^ in providing Indian reservations with a minimum 
amount of infrastructure, health-care and educational facilities, its 
efforts to promote productive enterprises on a significant scale 
have failed. Because the need for Indian business development is so 
acute, this paper focuses almost exclusively on ways and means to 
en'^ourage it. 

The paper considers various remedies for the rcoin obstacles to 
business development: lack of access to capital and the lack of 
Indian managerial skills. As a background for understanding the 
conclusions and recommendations presented here. Section II briefly 
examines why existing institutions and pi^ograms have failed to 
provide access to capital aiid management training. 

Lack of access to bng-term capital and absence of managerial 
skillb are rather common obstacles to economic development in 
rural areas and Third Worlc countries. The third and fourth se^*- 
tions of the paper analyze various domestic and foreign develop- 
ment finance programs and institutions which have been created to 
facilitate thj flow of capital and the acquisition of skills. It identi- 
fies the structural and operating characteristics which have con- 
tributed to their success. 

The fifth coition discusses the most appropriate structure, source 
of funds, use " fundd and operating policies for an American 
Indian develO|. lent finance institution taking into account the 
unique legal and economic environment in which the institution 
will function. A glossary is attached which defines £.11 technical and 
financial terms used in this working paper. 



* Economic development >s a broad term which is usually defined as an improvement in the 
population s well being or living standards One indicator is the level of productive income per 
capita Economic development can be achieveo by inventing in education, on-the-job training, 
health, in infrastructure such as roads. port«, railroads, electricity and telecom municatio and 
in business enterprises Thus, investment in business enterprises is lusc one element n, proinot- 
ing economic development 
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Chapter I~Need for a New Development Finance Institution 

This section bristly assesses the record of various federal pro- 
grams, commercial mstiti.tions and tribal governments in provid- 
ing long-term capital and management assistance for Indian busi- 
ness development. A more comprehensive review can be found in 
xiistitutional Barriers to Financing Development Projects in 
Indian Country, written for the American Indian Developn^^nt 
Corporation. 

Federal programs 

Between 1966 and 1980 various federal agencias provided funds 
for business development in the form of categorical grants, direct 
loans, loan guarantees and interest subsidies. Most of this aid wes 
given m a piecemeal, uncoordinated fashion which greatly dimin- 
ished Its impact. Most projects were funded in the absense of feasi- 
bility studies, or objective project selection criteria. In addition the 
federal agencies did not adequately monitor the project or provide 
trainmg and management assistance. 

The General Accounting Office, the Depaitment of Interior's 
Utnce of Audit and Investigation and numerous consultants' stud- 
ies have evaluated the impact of various business development oro- 
grams. ^ 

The largest and most significant programs were run by the Eco- 
nomic Development Administration (EDA) and the Bureau of 
Indian Affaire BIAX Both were stverelv criticized by the General 
Accounting Office (GAO) in 1975 and f^ain in 1978 for not under- 
taking adequate feasibility studies, for not providing needed techni- 
cal assistance to new businesses and for not monitoring their 
projects.** ^ 

k2^^^<^a hor^eful that, with the passage of the Indian Financing 
Act m 1974, the BIA s ability to finance reservation economic de- 
velopment would be signiO-antly enhanced. The Act increased the 
revolving loan fund by $50 million, provided $200 million in loan 
guarantees and $10 million per year in busine s grants for three 
years. Unfortunately, the authorized funds were never fully appro- 
priated. 

TABLE 1 -STATUS OF THE INDIAN FINANCING ACT 





Hem 


Number projects 


Appfopriated 
disbursed 

(millions) 


Per protect 


Revolving loan funds 
Loan guarantees 
Grants 




317 
110 
1.577 


$63? 
65 8 
?31 


$200,000 
600.000 
15.000 



(198?"^ N^^^'K' "Institutional Barriers to Penancing Development Projects? >n Indian Country ' 
«G^.O. op ( It p 25M197H) 
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Those funds which were released did not have the intended 
impact for a number or reasons. 

First, many loans and loan guarantees were ^iven without feasi- 
bility studies or even assurance or repayment. Second, the BIA 
lacked an automated accounting system to keep track of loans. 
Third, commercial lenders did not properly service the loans and 
they shortened repayment periods to ten years or less, thus impos- 
ing an increased financial burden on new businesses during the 
crucial start-up phase. 

The grant program provided equity capital to Indian businesses. 
Given the absense of any qualitative selection criteria, most of the 
grants were made on the basis of political pressure rather than as 
part of the package for financing business development.' 

Commercial institutions 

It is comn\only believed that c. imercial banks are a source of 
development capital. However, the texms and conditions of most 
commerciaJ bank financing in the U.S. are inappropriate for long- 
term development projects. Commercial banks have little venture 
capital and they rarely make long-term loans. 

In addition to the lack of long-term capital there are legal bar- 
riers which prevent commeicial banks from lending to Indian 
tribes and individuals. Commercial banks must obtain acceptable 
collateral which Indian clients can rarely provide due to the trust 
status of Indian land. Commercial institutions have sometiraes ac- 
cepted non-trust assets such as future r^les revenues; assignment 
of lease income or; certificates of deposit; leasehold interest mort- 
gages.® 

Such devices do not deal with the barriers c^'^ated by *.ribal sov- 
ereignty and jurisdiction. In case of default tri governments are 
reluctant to have disputes settled in non-triba ourts or allow non- 
Indians to enter reservation land to rep(^sess assets. Nor do non- 
Indians like to be subject to tribal jurisdicti n and only the more 
adventuresome wiil accept the use of unique forms of collateral. 

Even if short term capital were appiopriate and there were no 
legal barriers, commercial banks lack adequate information about 
reservation investment opportunities and are unable to identify 
viable projects or perform feasibility studies. 

Another obstacle which prevents commercial banks from lending 
to Indian people is the banks' inability to provide the necessary 
technical assistance. While many Indian ventures promise high 
• ites of return, they involve u usual technical or managerial prob- 



" A useful device called the leaseh 'd interest mortgage is infreq entlv used by commercii.. 
banks Some federal lending agencies use this devire which is a hen on the physicfl assets and 
not cn the trust property and further gives the tribe the first right of refusal in case of default 
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lems which raise the bank's perceived level of risk. Risk can be re- 
duced by proper project appraisal, technical assistance, monitoring 
and follow-up— all of which are too expensive for commercial banks 
to provide. 

Indian sources of capital 

Frequently mentioned sources of investment capital are tribal 
trust funds and annual revenues from tribal resources. The trust 
funds are very unevenly distributed among Indian people. The fed- 
eral government, as trustee, requires that the Branch of Invest- 
ments, BIA, invest tribal truf* money in financial investments 
which ;.re fully guaranteed. Even when the tribal governments ex- 
ercise control over these funds they usually prefer to invest in risk- 
free government securities because their revenue base is both 
meager and precarious. For some it it their only source of revenue. 
Other sources of tribal invf*stment funds are annual rents and roy- 
alties from resource development. However, such resource rents 
are unevenly distributed among tribes. Many trib^ use the bulk of 
the funds to pay for tribal government and some social services. A 
few very rich tribes do invest portions of their resource rents in 
reservation developn7ent. 

There is now a move in Coi ^.*8ss to allow tribal governments to 
issue tax-exempt bonds as do states and m nicipalities. Even if this 
privilege were granted there are still problems arising from the 
marketability of tribal 'jonds and the restrictions on the use of 
bond proceeds." 

Conclusions from past initiatives 

Given the (^ismal record of federal programs and the inability of 
conimercial banks and tribal governments to provide long-term 
capital, it is apparent that a new, independent financial institution 
is needed. 

This new independent institution would be a source of equity 
(venturer capital, long-term loans and technical assistance. It would 
finance viable profit-seeking enterprises. It would seek out those in- 
vestment opportunities which would have maximum impact on 
Indian conin;unities in the form of income and employment. Be- 
sides coordinating the provision of equity, loans and technical as- 
sistance on an objective basis it could also arrange co-financing. 
The participation of commercial banks could be encouraged by 
guaranteeing the project loans thus eliminating the need fci collat- 
eral. 

Difficult issues such as the appropriate conwrate form which 
would allow both Indian control and the role of the federal trustee, 
methods of capitalizaton, use of funds, organizational structure and 
operating policies will be deferred until after the most relevrnt do- 
mestic and overseas models of development financing have been re- 
viewed in Sections II and III. 



• Restrictions on bona proceeds include who may use the proceeds and for what purpoM For 
example, industrial development bond<? are restricted in size to $10 million and ail proceeds 
must be used for the development rf land and property Also off-reservation activity is limited to 
"purc^iase marketing or wmilar activities which are directly related to the on-retervation 
activity " 




Chapter II.— Domestic Programs and Institutions for 
Development Financing 



This section examines a few domestic attempts to establish insti- 
tutions to provide development financing. The review is sele< tive in 
that it focuses on the most recent and relevant initiatives which 
might provide useful lessons in setting up a development finance 
institution for Indian business development. 

National initiatives 

The I970's were marked by a high rate of unemployment among 
certain groups: minorities, youth and unskilled workers. Often 
these groups were trapped m the decaying inner cities or were 
stranded in remote rural areas. To alleviate such structural unem- 
ployment a number of measures were proposed to rebuild the pri- 
vate sector economies of distressed urban and rural sectors. An es- 
sential element in this renewal effort was the creation of a Nation- 
al Development Bank, The bank was to have provided long-term 
capital to expand or start new private businesses in distressed 
areas. While such a bank could have stimulated business invest- 
ment, it was designed in such a cumbersome way that Congress 
was not convinced it could achieve its objectives. The bank was to 
have been an interagency institution directed by the Secretaries of 
Treasury, Commerce and Housing and Urban Development. It 
would have encoiraged the growth of private enterprise by the use 
of $8 billion in grants, $934 million in taxable development bonds 
and a $1 billion liquidity facility for the purchase of existing loans. 
The bill was introduced in 1978 and never got out of committee 
largely due to the ambivalence of Congress r^arding the c .nation 
of a new institution with such an awkward management struct 

In contrast another component of the redevelopment str^^egy, 
the Urban Development Action Grant (UDAG) was passed in 
record time precisely because Congress did understand what was 
involved (i.e., the creation of a new categorical grant program for 
urban renewal). 

After the concept of the national development ban^ was scuttled, 
a move was launched to beef-up the Economic Development Admin- 
istration (EDA) by rewriting its basic legislation. Regional and com- 
munity development haa been an important concern of the federal 

f government since the 1960's. Probably the most significant piece of 
egislation in this respect was the Public Works and Economic De- 
velopment Act of 1965 which created the EDA. 

The intent was to dramatically increase the financial capacity of 
EDA enabling it to do what the national development bank was 
supposed to have done. Instead of creating a new financial institu- 
tion, the Secretary of Commerce was to have been given the au- 
thority to expand on a massive scale, direct loans, interest subsi- 
sides and loan guarantees to private businesses which would gener- 
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ate employment in distressed areas. The financial assistance was to 
be used for land, plant, equipment and working capital and repay- 
ment of debts. Aid was to be granted based on employment effects, 
the degree of distress in the area, and the level of private sector 
equity investment in the project. 

The sponsors requetted $570 million ajinually for the direct loans 
and interest subsidies and a limit of $1.8-2.5 billion for the guaran- 
tee program. Such an expansion in federal lending cauF<»J a juris- 
dicticnal problem bet-veen the congressional public woi. s co; mit- 
tee and the banking committees. The jurisdictional dispute got the 
National Public Works and Economic Development Act (1979) off 
track and another initiative died in a cor ierence committee. 
^ It is doubtful that this large increase in federal loans alone could 
nave successfully promoted area redevelopment. Key omissions in 
the legislation were the failure to provide equity funde or a way to 
strengthen local managerial and technical capacities. Eligibility 
cntena were too broad -uid critics recommended that they be tight- 
ened in order to narrow i irget areas and give special consideration 
to new (less than 10 years) and small (less than $50 million in 
sales) enterprises. Interest subsidies were deen by some as seldom 
useful and often abused since the problem of small businesses in 
distressed areas is often access to capital, not its cost. Loan guaran- 

preference to direct loans and the experi- 
ence ot the Small Business Administration and the Indian Financ- 
ing Act si^ested that loan guarantees unduly reduced the risk to 
the participating commercial banks with the result that they did 
not have an adequate incentive to monitor their loans. 

Concurrently with these initiatives to promote urban and rural 
development there occurred other attempts to create development 
finance institutions. In 1978 a bill was introduced to create a A^a- 
twnal Rural Development Bank. It was felt that the Rural Develop- 
ment Act (1972) was insuffir" -t to provide for the capital needs of 
rural development projects. e bank, a federally chartered instru- 
mentality, waj to be a pen -anent rural development investment 
and financial institution. It would issue stock to be purchased by 
the Secretanr of the Treasury, borrowers and joint-venture co-spon- 
sors. The bank could also sell tax-exempt bonds but the federal 
government was not liable for its debt instruments. Any member of 
tne Federal Reserve System could buy and sell the bank's bonds, 
debentures and similar obligations. The bank would provide equity 
financing and loans as well as engage in discounting, rediscount- 
ing, refinancing and purchase of the loans from rural financial in- 
stitutions. (See Glossary.) The bank could also guaraiitef pad 
insure rural development loans, buy and sell securities it ha aar- 
anteed and invest funds not needed in its financing operations. 
Rural residents, agricultural producer organizations, cooperatives, 
industrif.1 and commercial enterprises, quasi-public bodies, Indian 
tnbes and local governments were eligible for financing assistance. 
Ihe funda were to be used for enterprise development, public 
works, community services or facilities, cooperatives and man- 
power training. Ck)nsequently, the concept of rural development ex- 

fZ «I.",lv tri-L'T?^'' " ^" rL*'*"',' Bank tn mak.nfj a joint-ven- 

tjre equity investment -n a rural development projTt 
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tended beyond business investment but it was felt that the re^ l em- 
phasis would be on public facilities. 

A new financial institution wts created called the National Con- 
sumer Cooperative Bank in 1978. Inflation and unemployment had 
severely reduced the p archaising power of certain groups (the elder- 
ly, the poor, the inner-city resident). Consumer cooperatives were 
seen as a way of increasing competition, narrowing price spreads, 
raising the quality of available goods and services and strengthen- 
ing the economy in general. The purpose of the Bank is to promote 
the grov/th of relf-help, not-for-profit consumer cooperatives and a 
limited number of producer cooperatives by providing financial and 
technical assistance. While the Bank's mandate is not business de- 
velopment, it had a number of interesting structural features and 
operating rules. The Bank started as a chartered mixed ownership 
government corporation. The fifteen-member board was initially ap- 
pointed by the President; eight from government agencies, one 
from small business and six from the general public. In 1981 the 
federal government stepped up the process of withdrawing from 
the Bank. The existing three Board members remained, nine more 
Board member^ were elected and three federal board members 
chosen by the President were seated during 19<{2. r>3 corporate 
powers of the Bank include the power to make and to service loans, 
to extend guarantees, to furnish financially-related and technical 
services. To obtain capital the Bank can issue stock and debt obli- 
gations (notes, bonds, debentures). The debt obligations may not 
exceed by more than a fac >r of ten times the paid-in and surplus 
capital (debt/equity =10/1). 

Initially, the debt obligations were not guaranteed by the U.S. 
but could be issued to the Secretary of the Treasury. The equity 
capita' of the Bank consisted of three types of stock: Class A pre- 
feired stock worth $300 million to be purchased exclusively by the 
U.S.; Class B common stock to be purchased by borrowers; Class C 
common stock to be purchased by organizations eligible to borrow, 
founaations, trusts, or charitable funds or public bodies. Borrowers 
buy Class P stock with part of the face value of their loans (1- 
10%). This gradual purchase of cooperative stock by the borrowers 
has lorg been used in the Farm Credit System. Class A stock was 
entitled to receive dividends and was to be redeemed and retii-ed as 
soon as possible. While the federal government \ as a stockholder, 
the Barl,.s income was exempt from state taxation. As mentioned 
earlier the federal government has accelerated the process of witl • 
drawing from the Bank. The Treasury is no longer obligated to buy 
stock (Class A). The Bank has taken out a long term loan (due 
1999) to redeem existing federal stock. Henceforth, there will be 
only two kinds of stock for sale: Class B and C. With the redemp- 
tion of Class A stock more Board members were chosen by Class B 
and C shareholders as mentioned earlier. 

The U.S. Treasury Department oppposed the establishment of 
the Bank c- the grounds that efficient cooperatives could obtain 
credit and that the Bank would therefore encourage inefficient co- 
operatives. It also objected to the fact it was obligated to buy the 
Bank's debt instruments. Treasury conducted a survey of existing 
consumer cooperatives and founc that its assertion about efficient 
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cooperati^ es having access to credit was not true. Whereupon it 
dropped its outright opposition. 

The terms of Bank loans are extremely generous— 40 years with 
a fi\j-year grace period. Interest on loans is variable and covers 
the cost of money to the Bank, administrative expenses, reserves 
and technical assistance for the loan. Loans must be approved by a 
committee composed of the President, Chief Loan Officer and Di- 
rector of Self-Help Development and Technical Assistance. Criteria 
for loan selection include competent management, sound organiza- 
tional financial structure, income greater than costs and ability to 
lepay. 

Tlie Bank is also allowed to establish regional offices thus over- 
coming the restrictions against branch banking. A separate Office 
of Self-Help Development and Technical Assistaiice has been set up 
for cooperatives which do not qualify for Bank loans. The Office 
can give capital grants and interest rates subsidies. It can also pro- 
vide more in-depth technical assistance and staff training. 

The Bank got off to a slow lending start due to organizational 
problems. The Secretary of Treasury refused to purchase Class A 
stock except on an "as needed" basis. This meant that virtually all 
the Bank's capital from Class A shares was ''Callable" rather than 
paid in. Consequently, the Bank was not able to benefit from the 
investment of ^^urplus funds and depended on annual appropria- 
tions to cover administrative costs. 

With the ^arly withdrawal of the federal government all areas of 
Bank operations are being cut back— regional offices, technical as- 
sistance, lending, and staff. 



TABLE 2.-NATI0NAL CONSUMER COOPERATIVE BANK 





1978-81 


1982- 


legal status 


Mixed-ownefship government corporatKHt 


Private corporalion 


Soirees of funds 


Ciass A :tjck purchased t)y Treasury, Class B 


Cass B stock purchased by borrowers. Class C 




stock purchased t)y tjorrowers, Class C stock 


stxk purchased by organizations eligible ^o 




r jrchased ty organuations eligible to borrow 


borrow 


Debt/equity ratw 


10/1 


10/9 


Uses of fufuls 


Direct lOons, guarantees 


Direct loans, guarantees 


Terms 


40 years, 5 year grace perioj, interest variable 


40 years, 5 year grace period, interest variaule 


Type of activ^y 


Promote growth of self-help, not-for-profit con- 


Promote growt*i of self-help, not-for-prcfit pro- 




sumer and producer C(H}p« 


ducer CCHIpS 



Regional initiatives 

Besides the various national attempts to provide development fi- 
nancing, a number of regional finance corp)orations have oeen cre- 
ated. Among the most interesting examples are the Kentucky 
Highlands Investment Corporation (KHIC) and the Massachusetts 
Ck)mmunity Development Finance Corpcration (CDFCl 

Massachusetts Community Development Finance Corporation ^ ' 

The Massachusetts Community Development Finance Corpora- 
tion (CDFC) is 8 non-profit organization which invests in job-creat- 



' ' C Sussman, The Massachusetts Community Development Corporation Legislation ahd An- 
notation, Center for Community Economic Deveiopnient, Ws'-hington, DC , 19*^ 
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ing projects (enterprises) sponsored by local community develop- 
ment corporations. It took almost two years of i itense study and 
lobbying to establish the institution. It is a public corporation in 
that the governor appoints it^i board of directors: three are state of- 
ficials, two are experts in finance, three are from community devel- 
opment corporations in target areas and one is from oigani/^ 
labor. However, CDFC is financially independent since it has t^e 
power to invest any of its funds held in reserve and borrow money 
by issuing tax *»xempt revenue bonds and notes up to $30 million. 
The debt/equity ratio is 3/1. 

The corporation was initially capita^ zed when the state pur- 
chased $1C mirion in non-voting common stock by using the pro- 
ceeds of a state tax-exempt bond issue. The state is responsible for 
paying the bond premium and principal. This methi^d of initial cap- 
italization has provided $10 million which is currently invested at 
16%. The income generated covers administrative overhead and 
project preparation as well as increasing investable funds. 

CDFC has provided $3 million in equity and loans for 17 projects 
in its portfolio. Its equity participation is limited to 49% of the 
project^s total equity. CDFC cannot contribute more than 10% of 
its capital plus surplus to any one community development corpo- 
ration. The local community development corporation must aiso 
have an equity stake in the project so that it can exercise some 
control over it. CDFC recently announced its latest project: the es- 
tablishment of a plant which prints personalized stationery. CDFC 
will contribute $50,000 in equity (25% of the common stock) and 
give a $75,000 loan. The local community development corporation 
and thn local bank will also provide financing. 

CDFC has a staff of five professionals (3 MBAs; 2 urban plan- 
ners) and two secretaries. It cakes CDFC approximately nine 
months to put together a proje*;t. Each professional is currently 
handling three or more projects. CDFC mauiagers feel that six 
projects would be the maximum load per project officer not only 
due to lengthy project preparation but also due to Lime-consuming 
monitoring procedures such as sitting on the enterprise's board, re- 
viewing monthly financial records, etc. The most serious problem 
CDFC had in starting up was the lack of good proposals. There was 
an overestimation of the number of bankable projects. CDCs simply 
did not have the managerial and technical skills to put together 
viable enterprises and cheap money does not necessarily make the 
venture viable. CDFC managers feel that technical assistance is ex- 
tremely important for the success of the venture. When asked if 
technical assistance costs didn't weigh heavily on CDFC, the man- 
agers replied that they could be included in the loan repayments if 
lecessary. For example, if CDFC spends $10,000 over six months to 
prepare a project it could then increase the face value of the loan 
from $250,000 to $260,000 and if the loan is paid back over a long 
enough period, the early cash flow position of the new business is 
not jeopardized by the technical assistance costs. 

CdFC does have a technical assistance arm, the Co-nmunity Eco- 
nomic Development Assistance Corporation (CEDAC). However, its 
existence is precarious since it depends on annual state appropria- 
tions. Yearly administrative costs and CEDAC's technical assist- 
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ance costs are approximately 5% of CDFC's paid-in capital and sur- 
plus and 20% of loans and equity outstanding. 

Kentucky Highlands Investment Corporation 

KHIC is a non-profit community-based venture capiLal company 
founded in 1971 and is governed by a 19 member board who repre- 
sent community and low-income groups. KHIC's capital comes from 
yanous grants, principally the Office of Economic Development of 
i^®^i^™™""i*y Sei-vices Administration. Net worth in 1980 was 
$!).b» million. Kmc operates in a nine-county area of southeastern 
Kentucky. The population of 180,000 is comprised of poor and un- 
skilled people. KHIC invests in new or expanding manufacturing 
or production firms using low techr-^lc^. 

Piesently, it has 11 business ventures in its portfolio which 
employ over 400 people. KHIC has invested $3.3 million in debt 
and equity while outsiders have provided another $6.2 million 12 A 
good example of KIIIC's financing is Out*Ic?r Venture Corporation, 
a manutojturer of tents and recreational equipment. In 1972 KHIC 
purchased a 25% common stock stake for $100,000 and a 6-year 
14% subordmat«d debenture for $20,000. Four years later in 1976 it 
§l?ft^SSf^n* $250,000 two-year 11% suuordinated debenture and a 
$ld0,000 ^0-year mortgage participation to help OVC with expan- 
sion financing. 13 Loans range between $50,000 and $600 000 To 
make money on its equity investments KHIC would eventually 
have to seU its equity shares. However, KHIC feels it is under no 
complusion to dispose of its investments since they are made with 
a view to a substantial holding period. It may be difficult to find 
buyers for the stock of small, unknown companies located far from 
financial centers. KHIC is also required to register its iiwestments 
under the Securities Act of 1933. 

As part Tf its on-going development activities, KHIC established 
three subsidiaries. Mountain Ventures, Inc is a for-profit invest- 
ment company licensed by the Small Business Administration as a 
&mall Busmess Investment Company and is owned 91% by KHIC 
Kentucky Highlands Real Esttite Corporation is also a for-profit 
li oan ^uin <*^velopment company owned 100% by KHIC. During 
i»ou nJllL. established one more business development arm: New 
Ventures Capital Corp. Beginning with a capital base of $750,000 it 
will make smaller less equity-oriented investments than KHIC and 
will back area residents. KHIC has decided that the best and long- 
est lasting solution to the area's underdevelopment will come from 
the increMed business success of the entrepreneurs of the area and 
It IS New Venture s goal to tap this resource. 

Accordmg to some the single most crucial element in KHIC's «uc- 
cess to vhe ab lity to identify and attract good entrepreneurs with 
sound businPds plans. KHIC employs Venture Founders, Inc. to 
locate and screen entrepreneurs and gives the best ones technical 
Msistance in development business plans. KHIC also provides on- 
the-job training in accounting and record keeping. It reviews 

1 3 n*n"'^''? "'K^'f *» Inventment Corporation, Annual Report. liSO 
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monthly financial statements and monitors progress. KHIC has a 
professional staff of 11. 

In evaluating its contribution to area development, KHIC devel- 
oped a measure which defines "return'' as the amount of new tax 
revenues and welfare savings produced by KHIC investments. This 
jields an annual return of 18.7% on the public funds invested in 
KHIC. 

Conclusions from domestic programs 

The following weaknesses in existing and proposed programs and 
institutions were evident. First, the fact that some could not make 
equity investments or give technical assistance limited their effec- 
tiveness. Second, when technical assistance was offered it was 
through a separate institution which create i coordination and 
funding problems. Third, in some instances the institutions overes- 
timated the number of bankable projects and h^d problems dis- 
bursing funds. Fourth, when the institutions had no investrible sur- 
plus capital, they depend on annual appropriations to cover c*. 
rendering their very existence precarious. 
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Chapter III— International Initiatives in Development 

Financing 

The search for possible models of development finance institu- 
tions led Indian people almost immediately to the World Bank. 
While much can be learned from the long (1945-1981) evolutionary 
history of the World Bank, one must bear in mind that internation- 
al development banks are very special institutions. Their member- 
ship is unique in that it is composed of developed and developing 
countries. These nations contribute both paid-in and callable cap 
ital in the form of "subscriptions" which allows them to vote and 
receive financial assistance, but the World Bank is under no obliga- 
tion to pay them dividends. Probably more relevan> are the devel- 
opment finance corporations which the World Bank has promoted 
in Third World countries ice 1951.'* This section will give a brief 
sketch of the World Ban* group and then look at a few develop- 
ment finance corporations in the Third World. 

The World Bank Group: Early Years: International Bank of Recon- 
struction and Development 

The common objective of the Group is to help livir j standards in 
developing countries by channelling financial resources from devel- 
oped countries to them. The International Bank for Reconstruction 
and Development (IBRD) had its origin in the Bretton Woods Con- 
ference (1944) which also created the International Monetary Fund. 
The early emphasis was on post-war reconstruction and not ci de- 
velopment. In fact the first four loans were to developed coun^-ries. 
Only after the Marshall Plan was in [ .ace did the emphasis shift to 
development. 

Early IBRD loans (1950's-1960's) were mostly for capital infra- 
structure: ports and pov er stations, road and railways and telecom- 
munications.'* Today 'BRD finances a wider variety of activities 
which include education, health and family planning. The terms of 
IBRD loans are variable: 5-10-15-20 years, a five-year grace period, 
interest rates which cover IBRD's cost of borro^ving anc adminis- 
trative overhead, and limited in size to meet all or part of the for- 
eign exchange requirements of the project. If the loan id made to a 
non-gcvernment enterprise, repayment of ths inteiest and princi- 
pal must be guaranteed by the borrowers government. Over the 



'*''^ough these instititutions are ronceptually interesting, and Indian development finance 
corpoiation would have to function in a totally different environment More limited land base, 
varied geography and tribal traditions, and the existence of reservation economies within a 
larger nation-state economic system 

»* E Mason, The Wosid Bank Since Bretton Woods. (Brookings Institution Washington, DC ), 
1973. p 134 
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years IBRD has been able to increase the impact of its direct loans 
by co-financing. * ^ 

IBRD's use of funds and its ability to extend Icnp^-terni loans at 
reasonable interest rates depend directly on its source of funds. 
IBRD's original capital ($10 billion) was subscribed by its member 
countries. Twenty percent was eventually paid-in and eighty per- 
cent was callable.*^ However, its lending operations were and are 
financed primarily by its own borrowings in world capital markets. 
Bonds and notes floated in these markets are backed by that por- 
tion of the callable capital which is really ''callable'' and converti- 
ble. 

Gaining access to the U.S. money markets was probably one of 
the most crucial factors in the IBRD's success. U.S. investors in the 
late 1940's regarded both foreign investments a.id the new institu- 
tion with some suspicion. They wondered if the IBRD would be 
managed efficiently. As soon as the IBRD installed an experienced 
management team, it was able to float its first lond issues (1947 — 
$100 million and $250 miMion). 

There was also the problem of gaining access to some sources of 
long-term capital such as pension, insurance companies' and state 
savings and loan associations' funds. The early presidents of the 
World Bank spent a great deal of time convincing states to amend 
their "Blue5ky" laws to allow these financial institutions to buy 
World Bank bonds and notes. (See Glossary.) 

Confidence was bolstered by the establishment of a conservative 
1/1 uebt/equity ratio. Bank borrowings were thu3 limited to 100% 
of the unimpaired subscribed capital, reserves a- d surplus. This 
was and is a very low gearing ratio which gives the IBRD little le- 
verage. Dependency on world capital markets made the IBRD, ac- 
cording to some critics, an overly conservative institution. To 
assure repayment of its loans and inspire confidence it developed 
complex procedural safeguards in the granting of loans, it limited 
the uses of loans to specific projects with adequate rates of return 
and it required the modifi'^ation of the borrowers' national econom- 
ic policies if necessary. 

International Development Association (IDA) 

By 1961 many developing countries had reached a point where 
they could no longer service any additional loans on IBRD's terms. 
In a sense they were "loaned-up". The International Development 
Association was established to provide assistance for the same pur- 
poses as the IBRD but on softer terms: 50 year loans or credits, 10 
year grace period, no interest but ap annual service charge of 
0.75% on the disbursed portion of each credit. For poor countries 
with an income per capita of less than $625, credit worthiness de- 
termines whether they will receive an IBRD loan or an IDA credit. 



* * Co-financing refers to any arrargcment whereby funds from the World Ban\ art associated 
with funds provided by other sources outside the borrowing country in financing of a particular 
project Co-financing prrtners are (a) official sources (government, their agencies), fb) export 
credit institutions, and (c) private financial institutions World Bank, "Co-Financing". August 
1980 See Appendix II for data on co-financing. 

*^ Callable is used in a very special sense Usually all capital is callable until it is paid-in In 
the case of the World Bank capital can only be called in the event the Bank cannot meet its 
obligations to note and bondholaers 
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While IDA is considered the soft loan window of the Bank group, it 
subjects projects to the same rigorous appraisal procedures as the 
IBRD. IDA is supported by member countries' contributions and 
transfers of profits from IBRD. It is important to note that while 
the institutions share most procedures and all staff, there is a clear 
separation of the hard loan funds from the soft loan funds. 

In the opinion of some experts the creation of IDA transformed 
the World Bank from a banking institution that financed viable 
projects to a development institution that transfers resources on a 
^arge scale on a project basis from developed countries to develop- 
ing countries.'® (See Appendix III for the World Bank Financial 
Record 1971-80). 

International Finance Corporation (IFC) 

Though it has not been mentioned thus far, IBRD and IDA lend 
for the most part to national governments or to enterprises whose 
loans are guaranteed by national governments or to enterprises 
whose loans are guaranteed by national governments. In 1956 the 
IFC was estaMished to promote the growth of private productive 
investment and to assist enterprises which contribute to economic 
development. Membership in the Bank is a prerequisite for mem- 
bership in IFC. As in the other institutions funds are contributed 
by member countries. IFC may also borrow from the World Bank 
for use in its lending operations so long as the IFC's total borrow- 
ings do not exceed four times the unimpaired subscribed capital 
and surplus (debt/equity ratio =4/ 1), The IFC, as IDA, is separate 
legally and financially from the IBRD, The IFC also has its own 
operating and legal ptaff but draws upon the Bank for administra- 
tive and other services. 

Unlike the Bank, IFC makes both loans to and equity invest- 
ments in private enterprises without government guarantees. This 
flexibility allows the Corporation to provide financial assistance 
suited to the needs of each project. Its equity stake is limited to 
25% of the project's total equity. IFC never invests alone; it exp)ects 
lo mobilize private capital not replace it. Consequently, total IFC 
equity and loan capital must be less than 50% of the value of the 
project A key operating principle has been the sale of its loan in- 
vestments to private financial institutions. IFC is able to revolve it« 
funds by such sales. 

The Corporation invests in enterprises that can provide an ade- 
quate financial return on IFC's investment and an adequate eco- 
nomic return to the borrowing country. IFC leans normally run for 
a term of 7-12 year?. Amortization usually occurs in semi-annual 
or quarterly payments after a grace period. Interest rates vary but 
generally equal commercial rates. IFC funds may be used for for- 
eign exchange or local currency expenditures to acquire fixed 
asSwts or meet working capital requirements. 

The following table gives some idea of the group's annual level of 
activity. Administrative costs of the World Bank group run be- 
tween 3-4% of the financial assistance they «^xtend. 
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lABLE 3 -WORLD BANK GROUP ACTIVITIES IN 1980 



Number or 

Pfoiecis 



equity iWlior.s) 



pfotessKnal statf 



Admimstfatfve cost 
(mittions) 



Total siit)scftbed 
capital accumulated 
earnings ( billions i 



IBRD 

IDA 

IFC 



144 
103 
55 



$7 644 
3 838 
681 



2 474 



205 



$197 9 
140 3 
26 4 



$39 950 
2 893 
447 



Source WorW Bank Annual Report 1980 p 8 & i94 ind Internatwial Finance Cofportfixw Annual Report 1980 p 2 

Again it is helpful to summarize those characteristics of the 
World Bank Group which would be desirable in an American 
Indian development finance institution. Of the three institutions, 
the IFC probably is the most relevant model for an institution 
which would promote Indian business development. The IFC makes 
equity investn^ents and loans to private enterprises which promote 
economic development and promise ar. adequate rate of return. It 
receives contributions from member countries and borrows from 
the World Bank which borrows on the world capital markets. Its 
debt/equity ratio is 4/1. The IFC never invests alone and it orga- 
nizes co-financing. IFC loans are medium-term. Interest rates vary 
but generally commercial rates are charged. 

The project cycle 

Contributing to the World Bank's ability ij raise funds world- 
wide is the fact that such funds are always invested in sound 
projects. Project-lending is the main business of the Bank. Conse- 
quently, the Bank has developed over time rigorous and compre- 
hensive procedures for project promotion, development, selection, 
implementation and evaluation. An analysis of these procedures 
will indicate the necessary scope of operations for any institution 
which engages in project financing. 

The entire process of project financing starts with project identi- 
fication. Developing countries and Bank staff identify projects 
which will promote the growth and development of the borroMdng 
country. The Bank assumes an active role in this first stage of the 
cycle to insure a timely flow of well-prepared projects. Some devel- 
opment experts feel, however, that if the same staff is involved 
both in project identification and project appraisal, it will tend to 
lower the quality of their project appraisal. One should remember, 
however, that the projects are selected by the Executive Directors 
not by the operations staff. 

Three aspects are important in project identification. First the 
project must be consistent with a coherent development strategy. 
Second, the project must provide benefits commensurate with the 
costs. Third, the borrower must be credit-worthy. Only after these 
three issue? have been favorably resolved does the process enter 
the second stage— prq/'ecf preparation. 

Formal responsibility for project preparation rests with the bor- 
rower. In practice the Bank often helps borrowers to find financing 
to technical assistance for this preparatory work. Under exception- 
al circumstances the Bank does preparatory work itself. A project 



"* W C Baum. "The Project Cycle," Fmnnce & Dei'elopment Dec 1978 
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brief is prepared for each project describing the objectives of the 
project; the special issues involved; the probable timetable; techni- 
cal, institutional economic and financial conditions necessary for 
achieving project objectives. Critical to project preparation are fea- 
sibility studies which compare the costs and benefits of the alterna- 
tive technical and institutional designs. Once the Bank is satisfied 
that the project brief describes a basically sound and worthwhile 
project the third stage can begin— project appraisal 

The project is subject to four different types of appraisal: techni- 
cal, institutional, economic and financial. The technical appraisal 
examines project design and engineering, the physical scale, layout, 
location of facilities, choice of technology, cost estimates and 
impact on surrounding environment. The institutional appraisal 
checks the soundness of the organizational structure and the avail- 
ability of skilled management. The economic analysis calculates 
the project's rate of return using social cost/benefit analysis. Only 
projects which have both a satisfactory financial and economic rate 
of return will be selected. Last is the financial appraisal which 
builds upon the technical and economic appraisals A financing 
plan must be put together since the Bank only covers a part of 
total project costs. The Bank will try to find others who are inter- 
ested in co-financing. Projections must be made of balance sheets, 
income statement and cash How. The Bank must be certain that 
revenue will be sufficient to meet debt service payments. 

If the project is technically sound, it will produce a reasonable 
econon?ic rate of return, and a financing plan can be agreed upon, 
loan docu!Tients are drawn up. After this the project proceeds to 
the last steige— project implementation. The borrower bears sole re- 
sponsibility for implementation whieh includes setting up the orga- 
nization, the tiaining of staff and hiring of managers. However, the 
Bank closely supervises the implementation and often renders or 
arranges for technical assistance because the benefits of the project 
can only be realized if the project is properly implemented. The 
Bank staff make& frequent site visits and reviews reports on project 
execution, costo and financial status. Once all Bank funds have 
been completely disbursed, the level of supervision declines and the 
staff writes a completion report. This report is then passed on to 
the Operations Evaluation Department which conducts an ex-post 
audit. 

Development finance corporations: regional and national 

Regional banks are intermediate between global institutions such 
as the World Bank Group and local institutions such as national 
development finance corporations (DFCs). The outlook of a regional 
bank is necessarily regional and it finances projects which might 
lie beyond the reach of national DFCs such as international natu- 
ral resource projects. 

One motivating factor in the creation of the early regional banks 
was the feeling of developing countries that the World Bank was 
overcentralized and did not give them sufficient voice. However, 
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the regional banks adopted the World Bank's procedures and terms 
of lending. 

The Asian Development Bank (1967) is a partnership of both de- 
veloped and developing nation and had an initial authorized cap- 
ital of $1100 million. The African Development Bank (1965) is a co- 
alition of developing countries only and had an initial authorized 
capital of $250 million.21 The advantage of these regional banks is 
by acting jointly developing countries increased the amount of 
long-term development finance they could obtain beyond what they 
could have obtained individually. 

One of the earliest and most innovative activities of the World 
Bank was its promotion of national development finance corpora- 
tions. The World Bank could not directly fund small productive en- 
terprises. Therefore, it promoted financial intermediaries through 
which it could channel funds to small businesses. Since 1951 the 
World Bank group has contributed $7.3 billion to over 400 develop- 
ment finance corporations (hereafter DFCs). 

^ ^^J^^'^^^^Z ^^'■^^ ^^^^ Group's average annual commitment 
to DFCs IS between $1-1.5 billion which is spread over thirty or --o 
loans, credits and equity contributions. The DFCs have proven 
be a highly efficient means of assessing investment needs and of 
allocating investment resources. The loans to DFCs are the most 
productive ones in the group's portfolio in terms of the stimulus 
they give to economic and social development.^^ 
nr^^ ^^^^ review some characteristics common to 

DFCs. Th3se characteristics are demonstrated by development fi- 
nance corporations in Korea and the Ivory Coast which are dis- 
cussed in greater detail bolow. 

Before looking at development finance corporations in Korea and 
the Ivory Coast, it is helpful to review some characteristics 
common to most DFCs. One could describe a DFC as a vehicle for 
promotion and capital mobilization for productive enterprises. 
DFCs finance private, public or mixed productive enterprises. The 
$300 TOO ^^^^ ^^^"^ ^^^^"^^ between $100,000 and 

The ownership of DFCs can be private, public or mixed. In some 
circles there is a selective preference for private corporations since 
it is believed that a private corporation in certain circumstances 
will be more fully integrated into the market system and removed 
from political decision-making while carrying out ''public" respon- 
sibilities. When World Bank experts were asked what impact own- 
ersiiip has on the corporation's performance they unaminously 
denied that this was a significant factor. The more important de- 
terminant was the presence of a strong management team. A 
public corporation just as a private corporation needs operating au- 
tomony and complete freedom in project selection. 

The DFCs supply of investable funds can come from either equity 
contributions or borrowings. Generally DFCs have been launched 
with funds provided by local governments and international public 
institutions such as the World Bank. Both have supplied equity 
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and loans. In many cases the government has given low interest 
long-term loans which are subordinated to other debt. Such loans 
are sometimes called *'quasi-equity.'' The acquisition of quasi-equity 
greatly increases the leverage of DFCs. A usual rule of thumb for 
an initial debt/equity ratio is 3/1— that is the DFCs total borrow- 
ings are limited to three times its capital and surplus. As the insti- 
tution matures and its performance improves, the ratio is relaxed 
to 4/1 or higher. In a few cases, it has been allowed go to 10/1, 
when the DFCs track record and current financial situation is a 
strong and healthy one; the World Bank would be disinclined to go 
beyond that, although it is not altogether 'nconceivable. A 3/1 
ratio means there is $3 million in debt and $1 million in equity. If 
say $1.5 million in qaasi-equity is combined with the $1 million 
equity, debt can increase to $7.5 million and still maintain the 3/1 
ratio. 

In actual practice new DFCs have found it difficult to borrow in 
the financial markets. In many developing countrico the domestic 
markets are not well-developed because of low savings rates and 
lack of savings institutions. In son\e cases the government com- 
pletely absorbs whatever credit ic available to finance its budget 
deficits. The ability to borrow in international markets is improved 
by the DFC s size, the quality of its portfolio and the general credit- 
worthiness of the country. 

The local government can do many things which enhance the 
DFC*s ability to borrow. It can guarantee the DFCs debt instru- 
ments. It can allow the DFC to issue convertible bonds (the inves- 
tor converts bonds to stock when it is to his advantage). It can 
allow the DFC to discour .t its loans at the Central Bank. If the gov- 
ernment encourages the development of local capital markets, a 
DFC will be able to sell its own shares as well as make sales from 
its portfolio. 

DFCs engage in a wide variety of activities.^^ They make 
medium and long-term loans and supply venture capital (equity). 
The DFC*s total equity position should not exceed the (equity in- 
vested in it). DFCs rarely take a controlling interest in any enter- 
prise—it is usually limited to less than 50%. There are also limits 
on size of the DFC*s total investment (equity -h bans) in any one 
venture. 

DFCs also under >% rite securities and provide guarantees. DFCs, 
like the World Bank, engage in pi "lect identification, preparation, 
appraisal, implementation and evaluation. They select projects 
based on financial and economic criteria— the financial rate of 
return must be sufficient to generate the cash needed to repay ths 
loans and/or pay dividends. DFCs do not extend loans on terms 
more favorable than are available elsewhere. Subsidized or cheap 
credit merely gives the wrong signals. Interest rates are related to 
the opportunity cost of capital. They must cover the DFCs own 
cost of borrowing, reinvestment, payment of dividends and a re- 
serve for defaults. 

Earnings from equity and loans are essential if the DFC is to sur- 
vive and grow. It cannot always depend on grants/loans from the 
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World Bank or the government. Potential investors look at the 
Tiu^ l^,^^^- "^^^ ^^^^^ ^^^'^ making an investment decision, 
ine following brief case histories illustrate the foregoing discus- 
sion on ownership, sources of funds, and uses of funds as well as 
survival and growth techniques. 

Korean Development Finance Corporation 

• V^ln^P^^^^ Development Finance Corporation (KDFC), created 
iS T^I' privately owned. Its shareholders include among others 
the ItC, German Development Corporation, the Bank of Tokyo, the 
industrial Bank of Japan, domestic insurance companies, commer- 
cial banks, securities companies, private corporations and individ- 
uals. The World Bank group has contributed over $281 million in 
loans and equity. The total value of share capital and reserves is 
approximately $41 million (1979). With a debt/equity ratio of 9/1 
total borrowings are in the neighborhood of $370 million. Total 
assets are approximately $465 million. 

The KDFC invests only in productive, well-managed enterprises 
in the private sec^or. It gives high priority to manufacturing and 
processing activities which are for export or are import-substitutes 
It expects a minimum rate of return of 15%. A UNIDO study re- 
ports that KDFC rations its credit among projects with the requi- 
site rate of return according to the borrowing firm's credit stand- 
ing Such conservative behavior might be justified by the need to 
build up a sound portfolio and inspire confidence in order to 
strengthen the revolving character of its funds Evidently, KDFC's 
strategy is paying off. In 1979 KDFC made a 20% after-tax profit 
on Its average net worth (share capital plus retained earnings). 

It will not assume more than a 25% stake in any enterprise. It 
usually invests a minimum of $200,000 and a maximum of $2 mil- 
lion. Its nominal interest rates seem high— 17-18% (1978)— unless 
one takes into account the interest rate structure in the country 
and the current inflation rates, which sometimes exceed 25%. Ma- 
turities vary between 8-12 years on local currency loans. It re- 

^"J^^t:.^ ^^^^ ^^^^^ ^"^^ ^ P^^'^^ and equipment 

KDFC professional staff numbers 96 and administrative expenses 
were 1% of average total assets (loans and equity investments). The 
financial expenses were 8.2% of average total assets 

The World Bank Group evaluated ten KDFC projects after its 
first seven years of operation. The economic rate of return25 on 
these projects was 30%. Seven were very successful and three were 
doing poorly. These had not been properly evaluated and suffered 
from cost overruns, a fall in prices and difficuLles in forecasting 
market supplies. 

Ivory Coast Industrial Development Bank 

V^fn^^^^ started in 1965. Ownership is mixed, 50% private 
and 50% government. Among the shareholders are Caisse Centrale 
de Cooperative Economique, Chase Manhattan Overseas Banking 
Corporation, Lazard Freres and the IFC. Share capital and reserves 

2'Th^P^n^m^''"f' ^e,sowrrp.s for Industrial Projects m Deielopinfi Countries, March 197H 
The economic rate of return is the rate of return lo the country which includes the finan- 
cial return to the entrepreneur, foreiRn exchange savings and employments benefits 
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amounted to $13.6 million (1979). The debt/equity ratio is 6/1 so 
total borrowings could reach $84 million. Total assets or loans and 
equity investments in productive enterprises are $113 million. 

The Bank invests in private industrial enterprises. It takes an 
equity position as well as placing securities and bonds. Equity is 
limited to 25%. Its meHium-term loans are 7 years and long-term 
are 10 years or more. Interest rates vary between 9.5^11% (1978). It 
expects a minimum rate of return of 10%. The Bank also provides 
technical assistance to establish management structures in small 
and medium-sized companies. It appoints a representative to the 
board of directors where it has an equity interest and sends an ob- 
server in the case of loans. Between 1965-1967 it had 201 clients or 
49% of the total businesses in the Ivory Coast. 232 projects were 
approved and 29,000 new jobs were created. 

In 1979 net profits were 10% cf average net worth. It bad 32 pro- 
fessional staff members and admmistrative costs were 2.6% of total 
assets. Financial expenses were 5.7% of total assets. 

Table 4 contrasts the main characteristics of the World Bank 
group with the DFCs. The World Bank group has access to the 
international fmancial markets because its debt instruments are 
guaranteed by part of its callable capital and its portfolio is well- 
managed. DFCs are largely dependent on the local government and 
public fmancial institutions for funds. DFCs are more highly lever- 
aged. DFCs offer a wider range of fmancial services on terms simi- 
lar to the IFC. Like the IFC, the DFCs invest directly in productive 
enterprises though DFCs are able to serve smaller businesses than 
the IFC. 
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Summary Description of the 



Leoal Status 
Scjrces 0^ Funds 

[^ebt/Equity ratic 
L'ses of Funds 

Type of Activity 
''e»^'^s 



L 

IDRD 
(1946) 



OWNED BY MEMBER COUNTRIES - 

Subscriptions from members 
Borrowing fron capital 

markets 
Earnings from portfolio 
Sales from portfol lO 

1/1 

Direct To?. IS to member rov. 
and national enterprises 

Project finance for infra- 
structure, healtr , 
education, dqncuUure, 
industry 

20 years (nax), 5 year 
grace period 

Interest rate covers 
Bank's cost o^ borrow- 
ing plus 0.5X 

Government guarantee 
sometimes required 



ERIC 



TABLE 4 

World Bank Group and Development Finance Companies 




Contributions from nembers 
Borrowing fron the Batik 
Earnings from portfolio 
Sales from portfol 1o 



Contributions from nembers 
Transfers of profits frOn IDPD 



4/1 



Equity mvestn^nts t direct 
loans 



Credits to rember aov. 



Project finance for private 
Productive enterprises 



Projec* finajice for infrastructure 
health, education, agriculture, 
industry'. 



7-11 years 

comercial interest rate', 
no government guarantee 



50 years, 10 year grace 
no interest 

0.75^ annual service fee 
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Legal Status 
Sources of Funds 



Debt/Equity 

Type of Activity 
T?nns 



Uses of Funds 
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TABLE 4 
(continued) 



DFCS 



Private, public or mixed 

Capital from shareholders: 

private & publ ic 
Grants frcn government 
Quas1-equity from governnient 
Loans from public financial institutions 
Borrowing from capital markets with qovern- 

ment incentives: tax exemptions, guarantees 
Discounting loans at Central Bank 
Earnings from portfolio 
Sales from portfolio 

RatlD 3/1 at start-up; up to 10/1 fo*- mature 
institution 

Project Finance for Productive Enterprise 

5-10 year maturities 

Interest rates are conmerclal 

collateral: assets of the business 

other criteria: creditworthiness of borrower 

Direct loans 

Equity investment 

Loan guarantees 

Underwriting securities/bonds 

lOV 



CHAPTER IV— Proposal for the American Indian Development 
Finance Corporation 

Section II of this report reviewed the desirable features as well 
as the Iciencies of existing national programs and institutions in 
providing capital and technical assistance for Indidii business de- 
velopment. To facilitate Indian access to capital it is necessary to 
create a new special-purpose institution such as an Indian develop- 
ment finance corporation. To be effective it should have the follow- 
ing characteristics: 

First, the institution must be able to offer long-term capital in 
the form of equity investment and direct loans to business enter- 
prises. 

Second, the institution must be able to raise its own equity cap- 
ital as well as debt. Debt can be raised via tax-exempt and/or guar- 
anteed bonds. 

Third, during its early years the institution needs to be able to 
invest its surplus funds in order to generate a stable income. 

Fourth, it should be a mixed-ownership federal corporation in 
order to allow the participation of both government and benefici- 
aries alike. 

Fifth, interest rates should be high enough to cover the institu- 
tion's costs as well as earn a reai;oriable rate of return. 

Sixth, if the population to be served is dispei ed, regional 
branches should be established. 

Sections III and IV examined alternative models of development 
finance in order to identify essential functions, operating guide- 
lines and organizational structures. This concluding section out- 
lines the purpose, functions and structure of the American Indian 
Development Finance Ck)rpcration (AIDFC). It draws upon the les- 
sons learned from past policies and successful models of develop- 
ment finance reviewed in sections II, III and IV to describe some of 
the conditions necessary for AIDFC's sucess, the institutional 
nature of the corporation, sources of funds, uses of funds and oper- 
ating guidelines. 

The creation of sucii an institution will require legislation in 
order to overcome the barriers to capital access and capital forma- 
tion in L. 'ian countrv. Legislation is also needed to ensure federal 
participation in A^DFC's initial capitalization and management. 

Purpose 

The purpose of the American Indian Development Finance Cor- 
poration is to promote the economic development of Indian commu- 
nities by mobilizing both the capital and the technical assistance 
necessarv for Indian business development. It shall also encourage 
the development of other financial structures which will further fa- 
cilitate the process of capital formation. The degree of underdevel- 
opment and dependency which characterize Indian communities re- 
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suits from \ he lack of development of viable, self-sustaining produc- 
tive aciivities which could generate income and employment. The 
American Indian De'\ilopment Finance Corporation shall provide 
capital and technical fissistance to those profit-seeking enterprises 
which will have the maximum impact on Indian communities as 
well as the capability of repaying any financing. The impact of 
t^esp enterprises shall be measured in terms of their ability to gen- 
eiate income and jobs, to develop Indian resources, to provide 
needed goods and services and to contribute, in general, to the well- 
being and stability of the Indian community. Possible examples jf 
profit-seeking enterprises are those exploiting and processing nf;tu- 
ral resources, those engaging in agricultural activities, those en/;ag- 
ing in light manufacturing, and those selling retail and wholesale 
goods and services. This list is not exhaustive but merely iUusrra- 
tive. AIDFC shall not finance capital infrastructure, health or du- 
ration but shall facilitate outside assistance if such infrastructure 
is directly related to and required by the profit-seeking enter- 
prise. 

Those eligible to apply for AIDFC assistance are tribal govern- 
nrients, tribal enterprises, tribal community development corpora- 
tions, Indian co-operatives, Indian & ' roprietorships, partner- 
ships and corporations provided they the above criteria and 
the tribal government equity contribution which will be discussed 
shortly. 

Some essential conditions for successful operation 

The American Indian Development Finance Corporation must be 
a multi-purpose institution. That is, it must promote, - ppraise, 
fund, implement, monitor and provide technical assistance to 
projects which have the potential to advance Indian business devel- 
opment, financial structuring and capital formation. As section II 
demonstrated the majoi ^ause of the failure to promote Indian 
business development is the lack of ca ordination of the essential 
in^edients: long-term capital, working capital, technical assistance 
and training. The provision of these essential ingredients will be 
centralized in and co-ordinated by thp American Indian Develop- 
ment Finance Corporation. This does not mea,i that AIDFC will 
have an exclusive monopoly on these services. Indian tribes and 
A'askan natives will still have access to any number of other 
sources of financing and technical assistance so as not to become 
too dependent on any one source including AIDFC. Indeed, AIDFC 
would promote diversification particularly through its co-financing 
activities (to be described later). 

AIDFC must also be an independent institution in which project 
decisions will be based on objective selection criteria just as in any 
other financial ;nstitutio-\ Since AIDFC must generate income to 
cover administrfctive expenses, pB/ bondholders, increase the 
supply of investable funds as wel as pay stockholders, it must be 
run efficiently and be free from bureaucratic delays. 

AIDFC must have the support of the federal government, Indian 
tribes and the private business and financial community. The par- 



2« Capital infrastructuie includes roads, water and disposal systems, power and lii?ht systems, 
telecommunication 
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ticipation of each of these groups is necessary for AIDFC's creation, 
survival and growth. AIDFC is best viewed as a joint venture in 
which each partner's participation is essential. 

Federal participation is crucial not only because of the necessity 
to provide for the initial capitalization but also to provide for the 
efficient development of Indian ratural and human resources. 
Since trust assets such as land, tim >er, water and minerals will be 
involved in the development of some Indian enterprises, it will be 
necessary to have close federal cooperation. Some projects will re- 
quix-e infrastructure and/or training v/hich only the federal govern- 
ment can provide. Federal participation in AIDFC is entirely con- 
sistent with the federal government's role as trustee. 

Indian tribes must participate if the institution is to have any 
crediL 'it^ since AIDFC's purpose is to promote Indian busine^ de- 
velopment, financial structuring and capital formation. Only their 
active involvement in ownership and management will ensure that 
AIDFC functions for the benefit of Indian tribes rather than for its 
own or another interest group's benefit. 

Participation by the non-Indian business and financial communi- 
ty is one way to obtain equity capital, management skills and tech- 
nical expertise. 

One of the most fundamental conditions for AIDFC's success is 
the ability to raise funds in the capital markets. Initial funding 
will probably be insufficient for AIDFC's task in the long run. 
Therefore, A^DFC must have the possibility to raise funds external- 
V as the need arises. These four essential features or conditions 
biiape the recommendations which follow. 

Type of institution 

In order to allow the participation of the above three groups, the 
American Indian Development Finance Corporation should be a 
mixed ownership federal corporation. Such a mixed ownership fed- 
eral corporation would have as its members, the federal govern- 
ment, Indian tribes, and the private sector including non-tribal 
Indian businesses and individuals, non-Indian businesses, financial 
institutions and individuals. The members would control AIDFC 
through its board of directors. The federal government would be 
entitled to one representative; Indian tribes, six representatives 
and the private sector, four representatives. 



TABLE 5 -AIDFC BOARD OF DIRECTORS 





Members 


Numb* o( T 
boarf* seats ""^ 


feder:) Government 
Tribes 

Private sector 




1 5 years 
6 5 years 
4 5 years 



Since new legislation is required for this institution, it would be 
het>L to create a tax-exempt mixed-ownership federal corporation, 
that is, the earnings or income of AIDFC would be tax-exempt. The 
tax-exempt status would allow AIDFC to reinvest all net income 
not paid in dividends in the development of Indian enterprises. 
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There are precedents for such an income tax-exemption. Among 
the previously "exempted" organizations are: area redevelopment 
corporations which provide loans to purchase land and facilities to 
alleviate unemployment in designated redevelopment areas (Reve- 
nue Rule 64-187 CB 1964-1, 187); organizations making loans to 
induce businesses to locate in an economically depressed area in 
order to allevate unemployment (Revenue Rule 67-294 CB 1967-2, 
193); Alaskan Native Regional Corporations are exempt for 20 
years (Alaskan Native Claims Settlement Act). 

Since AIDFC falls within the general category of **public-pur- 
pose" development corporations its income should be eligible for 
such an exemption. Exemptions could also be granted in the legis- 
lation from state taxation which is usually done when the federal 
government participates in an institution. An income tax exemp- 
tion could also be extended to the bondholders and stockholders of 
AIDFC which would make its financial instruments more attrac- 
tive. 

Sources of funds: equity and debt 

The American Indian Development Finance Corporation could be 
capitalized by equity contributions and by borrowing or issuing 
debt jbligations. The survey of national development finance insti- 
tutions m Section III revealed that an adequate equity capital base 
is crucial for the survival of such an institution in the early years. 
Equity capital must be reinvested in order to create an income 
stream which covers administrative expenses, emergencies and 
project investments. The ability to invest equity capital in financial 
markets is necessary because project investments will not generate 
early returns due to grace periods and the inevitable startup 
phase. 

The amount of financing AIDFC could extend to Indian enter- 
prises is direct^ related to the amount of its own equity capital 
Therefore, the irger its equity base, the more impact it will have 
on the Indian v immunity. 

As DFCs all over the world, a large part of /.IDFC's initial equity 
capital would have come from the federal government. The 
equity capital could be in the form of both equity contributions and 
quasi-equity. Quasi-equity is a long-term, low-inte.'-est subordinated 
loan. It is called '*quaa»i" equity because AIDFC would have the use 
of the funds over a long period (say 30 years or more) at very low 
cost (say 5% per annum). Consequently, these {^..ifi can be regard- 
ed more like equity than debt Quasi-equity also diminishes the size 
of the government's permanent stake in AIDFC. There is also the 
possibility that the federal government's entire stake could be in 

3 form of a long-term, low-cost loan. However, this would severe- 
ly limit AIDFC's equity position, impose the burden of repayment 
prematurely, and limit the amount of debt AIDFC could raise in 
capital markets. 

Indian tribes and Alaskan natives will be risking their physical 
and financial resources in AIDFC sponsored projects. Nevertheless, 
investment bankers and World Bank experts, who were consulted 
on this proposal, indicated that Indian tribes and Alaskan natives 
should be willing to contribute to the capitalization of AIDFC. They 
felt that the federal government and the private sector would be 
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more apt to buy AIDFC stock if tribes and Alaska natives also 
bought stock. 

It is unlikely that AIDFC will be able to rely to a large extent on 
the private sector for equity capital in the early years. In fact until 
AIDFC hires a good management team, invests in a number of suc- 
cessful projects— in other words— establishes a track record with a 
consistent rate of return, the private sector will have little interest 
in AIDFC's stock since it would have no assurance of capital gains 
or even dividends. 

A possible incentive for the private sector to buy common stock 
lies in the fact that it allows the private sector to participate on a 
preferred basis in Indian development projects. Private sector 
stockholders could be given preference in co-financing and joint 
venturing to develop Indian projects. Additional incentives could be 
given by the federal government such as an investment tax credit 
equal to the value of stock purchased and a tax-exemption on any 
dividends as previously mentioned. 

Method of initial capitalization 

This section describes one method to initially capitalize AIDFC. 
The figures used vastly underestimate the tot^l amount of capital 
required for Indian business development which has been calculat- 
ed in a separate background paper.^' Instead, the fibres are relat- 
ed to the amount of equity capital the new corporation could effec- 
tively invest in productive projects during its first five-year phase 
which is limited by absorptive capacity and start-up procedures. 

In the first five vears it is thought that AIDFC could effectively 
process at least $10 million worth of projects per year. This would 
not be the total value of the projects but merely AIDFC's own con- 
tribution. This is based upon an estimated 10-15 projects per year. 
The figure of $10 million was derived from examining the 1979 
records of the BL'i Revolving Loan Fund.^^ It was found that many 
loan requests for productive enterprises ranged between $500,000 
and $1 million each. 

AIDFC's equity capital would come from the sale of common 
stock. Ea'^h share of common stock would have an initial par value 
of $500. Initially, one million shares would be authorized. In the 
first five years, approximately 275,000 shares would be issued. 

The federal government would be asked to make an equity con- 
tribution of $40 million and a long-term loan of $35 million (quasi- 
equity) which Congress would initially appropriate and distribute 
over a three-year period. The choice of $100 million federal contri- 
bution is related to AIDFC's necessity to be able to invest surplus 
funds to generate revenue to pay for administrative costs, technical 
assistance and emergencies as previously discussed. It is also relat- 
ed to AIDFC's ability to efficiently design and initiate 10-15 devel- 
opment projects a year which would entail a capital outlay of $50 



2'Sg« Ron Tros^r, Estimation of Capital Needs for an American Indian Development Fi- 
nance Corporation Total capital requirements range from $3 to $8 billion depending on wheth- 
er the capital /labor or capital /income method is used 

" In anv case the American Indian Development Corporation rropoKS to unde*^ake a survey 
which will identify the actual projects which are bankable and meet the eligibility criteria, 
Pending completion of the survey, it is estimated 'hat $10,000,000 could be invested by AIDFC 
per year, since capital requirements range between $3-8 billion 
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million during the first five-year period. The size of AIDFC's ab- 
sorptive capacity is based on the experiences of other domestic de- 
velopment institutions to find and initiate good, bankable projects 
in their initial start-up years. In the first year the federal gov- 
ernment would contribute $25 million or 100,000 shares at $250 per 
share on behalf of the approximately 500 existing federally-recog- 
nized Indian tribes, state-recognized tribes and Alaskan natives. 
This would automatically give each tribe and Alaskan natives an 
equity stake of $50,000 or 200 shares of common stock. The federal 
government would also extend a $35 million loan to AIDFC. The 
loan would be for 30 years at 5% with a 10-year grace period. In 
the second and third years, the federal government would make ad- 
ditional equity contributions of $20 million in each year and this 
would represent its equity stake of $40 million or 80,000 shares of 
common stock. 

Each federally- or state-recognized group would be required to 
match the federal contribution of $50,000. In the case of very small 
tribes or resource-poor tribes, a special formula based on their 
actual revenue-generating ability would be devised by the Board of 
Directors of AIDFC to determine the equitable size of their match- 
'nt; contribution. The rationale for the required match is that each 
tribe or Alaskan natives will obtain equity in the AIDFC; it will 
increase its and AIDFC's leveraging potential; and it will allow 
them to enjoy the privilege of full participation as discussed below. 

Those matching the federal contribution would have purchased 
shares of common stock at $250 per share.^o While all 500 tribes 
and Alaskan natives would be common stockholders and entitled to 
receive dividends, only those tribes and Alaskan natives who 
matched the initial federal contribution would be entitled to elect 
the tribal board members and to receive AIDFC assistance. In 
other words, all 500 Indian tribes and Alaskan natives would par- 
ticipate in AIDFC but only those tribes and Alaskan natives who 
contributed matching funds would enjoy full participation which 
includes long-term loans and technical assistance. Those who con- 
tributed matching funds would be encouraged to buy additional 
common stock at $500 per share. 

Three tribal board seats would be reserved for those exceeding 
the initial $50,000 federal match and they would elect these three 
directors to the AIDFC board. The remaining three tribal repre- 
sentatives would be elected at large by those Indian tribes/ Alaskan 
natives who had matched or partially matched the federal contri- 
bution. In any case, each tribe or Alaskan natives would be eligible 
to vote for only one set of three representatives. 

Finally, the private sector would be invited to purchase common 
stock at $500 per share.^^ However, a ratio of 60/40 would be 



" Refer to Mass CDFC, for example 

While the par value would be $500, Indian tribes and Alaskan corporations could initially 
buy common stock at below par value during the first five years The $50,000 contribution by 
the federal govern.nent on behalf of Indian tribes would be sold at $250 to equal 200 shares 
Likewise, the matching contribution of $50,000 made by Indian tribes would be sold at $250 to 
equal 200 sharts 

The private sector consists of the non-tribal Indian businesses and individuals, non-Indian 
businesses, financial institutions eind individuals 
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maintained between the outstanding shares of tribal common stock 
and private common stock.^^ No individual private shareholder 
would be allowed to acquire more than 5% of the total outstanding 
private common stock. Table 6 illustrates one possible outcome of 
this method of initial capitalization. 

At the end of the first year, the government would have no 
equity position in AIDFC since its contribution would have been 
transferred to the tribes and Alaskan natives. It would have con- 
tributed $35 million in quasi-equity. The tribes and Alaskan na- 
tives would have acquired an equity position worth $32.5 million 
and would own 125,000 shares. The private sector would have an 
equity position of $7 million and have acquired 14,000 shares (see 
Table 6). 



TABLE 6 -ESTIMATED INITIAL CAPITALIZATION PURCHASE PRICE, SHARES, AND EQUITY VALUE 



E(^ity owner 


Purchase 
price per 
share 


NumtKf 
shares 


Equity Value 


Percent of 

initial 
capitaltza- 

tKKI 


Federal Government 










Eouity 


$500 


80.000 


$40,000,000 




Quasi-equity (30-year loan. 5 percent. 10-year grace period) 


0 


0 


35.000,000 




Total 






75.000,000 


53 


Tribes and AlasKan Natives 










federal Government equity contrit)utK)n for trities and Alaskan Natives 


250 


ion 300 


25.000,000 




Tribal and Alaskan Native match of federal contributKXi * (100 tri^s x 










$50,000) 


250 


20.000 


5.000.000 




Tribal purchase of additional shares ^ (50 tribes x 50,000) 


500 


5,000 


2,500,000 


23 


Total 




125,000 


32,500.000 




Private sertof 










Private sector purchase of shares 


500 


70,000 


35.000.000 




Total 




'0,000 


35,000,000 


25 


Grand totals 




275,000 


142,500.000 


100 



' This ewmple assumes that 100 ot the SCO fetJerally recognized tribes aw! ^'"''an Natives will make the match in the first year 
' This example assumes that of the lOO tribes and Alaskan Natives «vho actually make the match. ^0 of ttwm m\y also buy addttnoal shares 

At the end ol the five-year period, the federal government would 
have contributed $40 million in equity capital and $35 million in 
quais-equity and have acquired 80,000 shares of common stock. It 
would also have contributed $25 miLion in equity on behalf of 
tribes and Alaskan natives. Indian tribes and Alaskan natives 
would have an equity stake of $32.5 million and 125,000 shares of 
common stock. The private sector would have contributed $35 mil- 
lion and have acquired 70,000 shares of comnion stock or 25% of 
the total shares held by non-federal participants (see Table 7). 
During the initial five years, tribes would have the opportunity to 
purchase common stock at $250 per share up to the $50,000 match. 
Thereafter, the cost of each share would be $500. 



The federal government is not included in this ratio, but individual Indians and Alaskan 
natives are counted as "private" participants 
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Equity «Wf, year 



federal Government equity 
Quasi-equity 

Total 

Tribes and Alaskan Natives 
federal contnbutioo 
Tntwl match 
Additional purchases 

Total 

Private sector equity 
To^al 

Grand total 
Cumulative total 



TABLE 7 -CAPITALIZATION AT END OF YEAR 5 

(Dollars in mtlltons] 



1 






2 




3 


4 






b 


Tola! 


Eoutty 


Stiarfs 


Equity 


Scares 


tquity 


Stiares 


Equity 


Stiares 


Equity 


Shares 


Equity Shares 


$35 


0 


$20 


40,000 


$20 


40000 











$40 $80,000 
35 


35 


0 


20 


40,000 


20 


40,000 










75 80.000 


250 
50 
2 5 


ICO.OOO 
20.000 
5,000 


















cO\) 100,000 
5 0 20.000 
2 5 5.000 


32 5 


125.000 


















32 5 125.000 


7 
7 


14.000 
14,000 


7 
7 


14,000 
14,000 


7 
7 


14.000 
14,000 


$7 

7 


14.000 
14,000 


$7 

7 


14,000 
14,000 


35 70.000 
35 70.000 


65 5 


139.000 


27 


54,000 


27 


54,000 


7 


14,000 


7 


14.000 


142 5 275.000 






92 5 


193,000 




247.000 


126 5 


261,000 


133 5 


2Am 





ThL cjptlalization mettwd assumes that llw federal witnbutioo is fixed and is fulfilled at ♦!» eod of tlw 3rd year 

II'! . ^i^T . S'^L ontriOution in tlw first year only for illustrative purposes Tribes can make ttwr equity contribution for the life of the institution and wouW probably do so in reality 

This taWe also assumes that ttw Private Sector makes equal equity contributions during tlw first 5 years tor itlustrattve purposes 
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Beginning with the sixth year, Indian tribes and Alaskan natives 
would pay $500 per share to make their match or to purchase addi- 
tional shares above the match. 

Federal common stock would be non-transferable because the 
government needs a permanent stake in AIDFC to ensure its legal 
role as trustee. Tribal and pnvate stockholders who wished to sell 
their shares would give AIDFC the right of first refusal. Tribal an J 
private stockholders would be able to transfer or sell their stock to 
similar stockholders, tribal, private to private, and to one another 
provided the 60/40 ratio of tribal to private and the 5% concentra- 
tion limit were maintained. Tribes could buy or trade all the pri- 
vate common stock they desired. 

Enabling legislation for AIDFC would prohibit the use of proxies 
by AIDFC stockholders. This would ensure the most active partici- 
pation of AIDFC stockholders. Similarly, voting trusts would be 
prohibited to ensure both Indian control and full participation by 
all stockholders. 

Debt 

AIDFC's equity capital must be supplemented by borrowing, that 
is through the sale of such debt instruments as bonds and notes. 
Again there would be little interest in the financial markets in 
buying the debt instruments of this new corporation unless the fed- 
eral government provides specific incentives such as: 

(1) guaranteeing AIDFC's bonds, that is backing them with 
the full faith and credit of the U.S., 

(2) exempting the bondholders' interest-earnings from federal 
taxation in the same way that interest income from various 
forn^o of municipal; and state bonds are now exempt, 

(3' allowing federally chartered commercial banks to buy 
AIDFC's debt instruments, 

(4) allowing AIDFC's debt instruments to be used to satisfy 
federal reserve requirements. 
It would also be necessary to obtain state permission to allow fi- 
nancial institutions such as pension funds, insurance companies, 
state chartered commercial banks and savings and loan associa- 
tions to buy AIDFC's debt instruments. That is AIDFC must seek 
on a state-by-state basis an exemption from state "Blue Sky" laws. 
Without these incentives and exemptions, it is doubtful that 
AIDFC would be able to market its bonds. If AIDFC could not sell 
in the financial market, one recourse might be to sell its debt to 
the Federal Financing Bank as do other federal agencies. 

Debt/equity ratio 

Initially the debt/equity ratio should be quite conservative, say 3 
to 1. The ratio could be relaxed by the board at some future date 
depending on AIDFC's performance. However, some ceiling should 
be set in the legislation, possibly 10 to 1. 

Given a debt/equity ratio of 3/1, AIDFC's initial capital struc- 
ture would resemble that contained in Table 8. 
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TABLE 8 -AIDFC INITIAL DEBT/EQUITY AND CAPITAL STRUCTURE 

[In mhm of US cWlaiSj 



Debt (3) !quity (1) 



Source of equity 



Version A {quasi-equity is counted as equity) 



$32 S Tribal 
7 0 Private sector 
0 Federal Government 



Version B (quasi-equity is not counted as equity) 



39 5 

35 0 Federal Government (quasi- 

_ equity) 

$2215 74J_ Total debt/equity 



32 5 Tribal 
7 0 Pnvdte sector 
0 Federal Government 



118 5 39 5 Total debt/equity 



Source Tatfe 6 for equity and quay-equity figures 

After the five year period AIDPC's capital structure might reach 
the proportions shown in Table 9 below. 

TABLE 9 -AIDFC 5 YEAR DEBT/EQUITY AND CAPITAL STRUCTURE 

|ln millwis of U S MUs] 



Year 5 



Ortl (3) Equity (I) 



Soufi^ of equity 



Version A (quasi-equity is counted as equity) 



$325 Tnbai 
35 0 Private sector 
400 Federal GovernmenI 

107 5 

35 0 Federal Government (quasi- 
equity) 



$427 5 142 5 Total debt/equity 



Mura laNt ; for eQiity and quasi-enuity figures 
J30?5 mi'llol'* '^"-^^ « ■lel't «l«.ty capital «ooW be reduced to $102 5 milto and alkwable deOt to 

Use of funds: financial services 

=i J?f of financial services would be as comprehensive as pos- 
A^^J^Tf ^'i^'*" business development, financial structuring 
AmFp'^^ As, most devdopment finance corporations 

AIDFC would supply both long-term venture capital in th^form of 
equity and medium-term capital ir the form of loans. AJDFC would 
f»,f"TT'*^ by purchasing preferred or common stock 

in the Indian enterprise. Whatever AIDFC's equity stake in the 
Indian enterprise, it should have the option of sitting on the board 
ot directors to ensure proper management. Necessarily, upper 
bmits should be set on the size of thelquity position Aiofc tSGs 
in any one enterprise (say up to 25% of the total equity contribu- 
f},p"f2°«?n ■T'"'^.^'/" ^^"""^ °f A^^^C's equity and loans in 
finn nf ItW^wTV^/ ^ 50%, See Table 10); in the propor- 
\^^) T^I ZZ^^^ ^""r '"tested or loaned to any one enterprise 
P^J^u"*^!.^ °f '^o"'^' be determined on a 
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TABLF 10 

AIDFC/B(.RROWlR EOUKY/DEBT (Project Cost) EXAMPLES 



IequityT 



r$100.0Q0 , 

(25X) I$25^0O0i' T^r ^^ 

AIDFC Tribe 

I Individuals 
Others 



(sot) |14oo.66(j 

Total Equit>/Debt 
(Project Cost) To 
AIOFC 



IdebtI 

i 

\ 5700, 000 J 

>^ 

(54X) \$37S,OQq| (46%) |$3?5,0 O(j 



AIDFC 

i 



Tribe 

Individuals 
Others 

I 



(50%) |5460,00(y 



Total 
Project 



Total Equity/Debt 
(Project Cost) To 
Tribe, Individuals, Others 



gBooTooo] 

|$800,000| 
= |$800,000j 



PROJECT B 



L EQUITY i + 

! 

dot) filBjpq (90t) fyL35,000} + 



AIDFC 



(FM) f$400,000| 

Total :quity/Debt 
(Project Cost) To 
A IDF': 



Tribe 

Individuals 
.Others 



ebTI 



I $650,000) 
1. ^^ -J 



Total 
= Project 

^03t 



(60?;) |$385,000l {m) I $265,001 

df'c — ' 



^800,00oj 



AIDFC 



Tribe 
Individuals 
Others 



(5or.) 



Total Equity/Debt 
Project Cost) To 
Tribe, Individuals, Others 



= R80Q,OOC| 
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TABLE 1] -AIDFC PROJECT INVESTMENT STRATEGY ' 
[AIDFC total equity plus debt equal $100 million] 2 



* Project B Proxct C 





Dollars 


Pwcent ol 
total dollars 


Dollars 


Percent ol 
total dollars 


Dollars 


Pefcen ot 
total doiia.s 


AIDFC equity contnlwtion 
AIDFC loan 


$1.250 000 
1.250.000 


25 
25 


$2,500,000 
2.500.000 


25 
25 


$2,500,000 
2.500,000 


17 
17 


Total AIDFC participation 
Borrowrs—equity and/or 3 other sources 
of funds 


2,500.000 
2,500.000 


50 
50 


5,000.000 
5,000.000 


50 
50 


5.000.00C 
10.000.000 


34 

66 


Total project cost 
Percent of AiDfC's total equity and debt 
invested in any one project 


5.000,000 


100 
25 


10,000.000 


100 
5 


15.000,000 


100 
5 



oirtiOMfion m eaS. «Z^U^\pm,^^\.t^^\: ^ ^ prwi/eniefprise may De up to 25 pefcent ot total pf0)LCt cost AIDFC loan 
JJIISS^^ P^ i!?^^ may !« up to 50 percent of total project cos However, equt*y and loan partioMtKXi m each aoncV 
Z^^^ to 50 percent o( project s C05t mc equity and loan parEpalwn m arty one ^t « hSTs beJant ol A^^ 

* In Chart 4. AJDfC totaJ equity and debt >s assumed to te $100 miihon for ttie purposes of simplifymg tJie .(lustration 

AT^^°^^^^^^^^ investment strategy is to ensure that 

AJDrc limits Its exposure in any one enterprise. In addition it 
would be undesirable for AIDFC to assume a dominant position in 
an Indian enterprise since this would limit participation by others. 
Brides limiting its exposure in any one project or enterprise, 
AIDFC s^ard should decide whether to diversify its investments 
among different types of projects (i.e., natural resources, agricul- 
ture, light manufacturing, commerce) to reduce risk or to specialize 
m one area mitially and expand to others as it gains expertise. 

Equity investments are very important to new enterprises be- 
cause they elimmate the burden or regular interest and principal 
repayments m cases where cash flow is not yet adequate. AIDFC 
loans would be subordinate to other debt so enterprises could lever- 
age additional private debt. Maturities for AIDFC loans would vary 
between short and medium term. 

AIDFC's split between equity /loans to enterprises is dictated by 
the sources of AIDFC's funds. The more equity capital AIDFC has, 
the larger can be its equity financing to projects. Its ability to 
®* A T'^^liS?'^® depends directly on its own ability to borrow. 

AIDFC s loans would be in the form of lines of credit to Indian 
clients. As they submit invoices for approved purchases, they would 
dra\v down their lines of credit. Procurement procedures would be 
specified by AIDFC to ensure that the funds achieve maximum 
impact. AIDFC should take the responsibility for putting together 
the financial package for the project. AIDFC would encourage com- 
niercial banks such as the American Indian National Bank and 
others to become co-financing partners. AIDFC would give loan 
guarantees and use linked-deposit strategies to encourage their 
participation. AIDFC would never invest alone, it expects to mobi- 
lize capital not replace it. It would be necessary to charge a fee for 
all services including guarantees since AIDFC would be a profit- 
seeking institution. 

The fact that AIDFC would supply investment information, a 
loan guarantee to the co-financing partner and give technical as- 
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sistance to the project should diminish the traditional reluctance of 
commercial banks to lend to Indian businesses since such actions 
reduce risk. 

AIDFC could eventually underwrite tribal bonds and stocks or 
plf . i them directly thus reducing the tribes' cost of SEC registra- 
tion, under-writing fees and m2nagement. 

Interest rates should be set at levels which ccivei AIDFC's cost of 
borrowing, its administrative costs, reserves for default and rein- 
vestment. A'^DFC should not subsidize interest rates since interest 
subsidies often divert capital to marginal enterprises. Collateral 
may or may not be required. If good project appraisal techniques 
are used, the need for collateral diminishes since the real security 
is the viability of the project itself. Loans and equity investments 
will be monitored on a monthly basis and follow-up assistance 
given if the enterprise geto into difficulties. In sum AIDFC will be 
an investor, lender, packager and broker for Indian enterprises. 

Organization structure 

Quite naturally the organizational structure of the corporation 
follows from its purpose and functions. Among the most important 
entities would be the stockholders, the board of directors and the 
president. Since AIDFC's work cai; be divided into at least five dif- 
ferent categories it would need at least five departments to handle 
project development and selection, project evaluation and audit, 
techniv»l assistance and training, financial operations, and portfo- 
lio management. Since Indian people are widely dispersed, AIDFC 
should be decentralized. The establishment of regional branches 
would not be a problem since AIDFC would be a corporation and 
not a bank. These regional or*ces could be set up after establish- 
ment of the central organization. 

Stockholders 

The stockholders would consist of each of the Indian tribes and 
Alaskan natives, the federal government and private investors who 
held equity in AIDFC. They would meet once a year. They would 
receive the annual report of the corporation and would approve the 
broad policy recommendations brought before them by the board of 
directors. 

Board of directors 

The board would be composed of one federal representative, six 
tribal representatives, four private sector representatives. The 
president of AIDFC would be a non-voting member, whose attend- 
ance would be at the discretion of the board. The board would meet 
quarterly. 

Board members would be elected to five year terms except in the 
first round. The federal representative would serve at the pleasure 
of the President of the U.S. Half of the Indian representatives (3) 
and private sector representatives (2) would be up for election after 
the first three years of AIDFC's existence. The remaining half 
would serve the full five-year term. Election cycle would occur as 
follows: 
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TABLE 12 -ELECTION CYCLE 



"ears 



5 8 10 13 15 



Rep.esentatives 
Tribal 














3> 
ite 


Beet 


Elect 


Elect 


Elect 


Elect 


Elect 


2 
2 


Elect 


Elect 


EkJ 


Elect 


Elect 


Elect 



' Tfi* es/ Alaskan Natrves ewwding the Federal matcft 
» Tntes/ Alaskan Natives meeting an or pari of the Fe(V<al match 



As other boards AIDFC's Board of Directors would formulate 
general policy and evaluate the performance of aIDFC. It would 
have the following responsibilities: 

(1) A more precise formulation of how Indian enterprises 
could have "maximum impact" on Indian communities. 

(2) Setting the debt/equity ratio. 

(3) In coordination with stockholders, deciding on the issue of 
new stock. 

(4) Selection of AIDFC's president, 

(5) Evaluation of AIDFC's performance. 

(6) Preparation of annual reports to the stockholders. 

(7) Approval of regional offices. 

The President 

The chief executive officer of AIDFC would be the president. The 
president would serve at the discretion of the board of directors. 
The president would implement the board's decisions and be re- 
sponsible for the daily operation'^ of the corporation. The president 
world select the vice-presidents who would, in turn, select their de- 
partment directors. 

As most presidents he/she would organize a top management 
committee composed of the vice-presidents of the corporation and 
others. Among the committee's most important functions would be 
the initial project selection based on recommendations from the 
project development department These recommendations would, of 
course, be based on the project selection criteria designed by the 
staff and approved by the President. It would bf better to have ini- 
tial project selection in the hands of a .committee in order to dimin- 
ish political pressure on the president and to ensure the proper ap- 
plication of the project selection criteria. The committee could also 
review and give advice on projects in ^rouble. 

The president would evaluate each department's performance. 
The president and comptroller would sign the actual loan docu- 
ments after the project was approved. The president might make 
certain financial decisions such as when to offer a new bond issue 
or stock issue or make sales from the corporation's portfolio. The 
president could also set limits on technical assistance. 
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Project Development Department 

This department tcuW be in charge of project identification, 
prepare tion, appraisal and implementation The World Bank proce- 
dures in this regard (See Section IV) would be adapted to the needs 
of AIDFC. Table 12 summarizes each phase of the project cycle and 
identifies the responsible party. 

Project identification includes identifying potential profit-seeking 
enterprises. Before this can be done project promotion must be un- 
dertaken. Project promotion entails a study of the local economy 
and a preliminary selection of potential projects based on pre-feasi- 
bility studies. This function might be b^t left outside AIDFC and 
in the hands of tribal governments and Indian business develop- 
inent organizations (BDOs). This would ensure that AIDFC does not 
become involved in internal tribal affairs. After examining the pre- 
feasibility studies, AIDFC could indicate which projects should be 
subjected to further examination or a full-scale feasibility study. 
AIDFC could assist th? borrowers by providing guidelines and 
project preparation loans for the feasibility studies. In some cases 
AIDFC might undertake the feasibility studies itself. 

These studies would then form the basis for the next stage— 
projv-ct appraisal (See Table 13). The exact appraisal and selection 
techniques are the subject of another study ana so will not be dis- 
cussed in detail here. Preference would be given, however, to 
projects which had the required competent management and sound 
organizational and financial structures. Part of the project apprais- 
al is a financial appraisal under which a financing plan would be 
drawn up. This would be negotiated between AIDFC staff and the 
Indian recipient. The decision to finance the project would be made 
by the top management committee and approved by the board. 
Once the project is approved co-financing could be finalized. 
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TABLE 13 
The Project Cycle 





TA^K 


RESP 'SIP.e EP'TITY 

' ba:<k case 


RESPONSIBLE ENTITY 
AIOFC CASE (suggested) 




1. Pro^.ct IdentUkatlon 
(Promotion) 

. general survey of economic 
conditions and opportunities 


Bank Sta" + Borrowers + Others 
International organizations, 'JN 
Dtvelopment Program 


Indian borrowers + BDOs 




. ppe-feaslblHty studies of 
specific projects 






1 

1 

! 

1 


2. Project Preparation 

project brief which describes 
the objectives, principal 
issues, tinetables, Identifies 
alternatives 

, TcO d 1 U 1 1 1 L J b LUU 1 Cb wn 1 Ln Ml * 

elude 


Borrowers h?ve the primary resnonsi- 
bility; 

Bank staff ma^ provide help and 
financio' assistance thru Hs 
Project Preparation Facility (loans) 


Indian borrowers + BDOs 

AIDFC staff may provide guidance 
and financial assistance ^n the 
fw in of a project preparation loan 
or AIDFC can do the feasibility 
study Itself 


£X 

o 

UJ 

I ^ 


- technical 

- institutional 

- eco >fliic 

- financ1-:l aspects 






0JEC7 


3. Project AppraiSul (Selection) 


Bank staff + outside consultants 


A^DFC staff + outside consultants 


1 

1 

1 

1 
1 

1 

1 

! 


comprehensive review of the 
feasibility studies esp. tha 

- technical 

- institutional 

- economic 

- financial aspects 
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4. Project Negotiation 

. amendment of appraisal report 

. negotiation of loan document 

. approval and signing of loan 
document 

5. Project Implementation 

. setting up the organization 
(If necessary) 

. training staff 

. construction 

supervision 

- progress reports 

- gradual disbursement of 
funds 

6. Project Evaluation (ex-pcst) 

. audit & Inspection 

, review of completion 
'tport 

. field review 

. comnletion report by 
borrov :n 



Bank staff ♦ Borrowers 
Bank staff + Borrowers 
Executive Directors + Borrowers 

Borrowers implement 

Bank staff supervises & monitors 



Bank Operations Evaluations Dept. 



AIOFC staff ♦ Indian Borrowers 

AIDFC staff ♦ Indian Borrowers 

Top Managenent Committee, 
President ft Comptroller for 
approval 

Borrowers Implement ♦ BDOs 

AIDFC staff supervises ft 
monitors 



AIDFC Evaluations Department 



to 
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Technical assistance and training 

If technical assistance and training are necessary to ensure the 
viability of projects, they should be co-ordinated by a separate de- 
partment. At least three types of technical assistance can be distin- 
guished: . . i.U 

(1) technical assistance in project preparation, that is in the 
preparation of feasibility studies, 

(2) technical assistance when the project is in trouble and re- 
quires remedial action to protect AIDFC's investment, 

(3) technical assistance for project implementation, that is 
training in certain skills necessary to run the enterprise. 

Since these activities are very expensive, AIDFC would not be abie 
to undertake all of them- particularly the third. Instead, AIDFC 
would work together with BDOs and others tc provide the techni- 
cal assistance necessary for pro.iect preparation and the training 
for project implementation. The department would help BDOs and 
others put together courses on an "as needed" basis. These courses 
could be organized through business and vocational schools. 

The department would also be in charge of helping projects in 
trouble. Again BDOs or a special consultants' team would be sent 
to diagnose the problems and recommend remedial action. Such co- 
operation among AIDFC, BDOs and other would minimize techni- 
cal assistance costs. AIDFC would, however, have to include its cost 
of techrical assistance in its loans or levy a special service charge. 

Project Evaluation and Audit Department 

While the project is in the implementation stage, the project de- 
velopment department would monitor monthly financial state- 
ments and progress reports. Once the project is operational and all 
funds disbursed a project completion report would be submitted to 
the Project Evaluation Department. This department would evalu- 
ate ex-post whether the project has achieved its objectives and if 
not, why. Learning from past failures and successes would be im- 
portant for AIDFC » buivival and growth. This unit would also 
audit AIDFC activities so the board could assess AIDFC's overall 
performance. 

Comptroller's Department (loan operations) 

This department would draw up the loan documents and arrange 
loan guarantees as well as co-financing when necessary. It would 
be in charge of disbursements and collections. Indian borrowers 
would receive lines of credit which could be drawn upon after sub- 
mittal of invoices for approved expenditures. The Comptrollers De- 
partment would control types of expenditures based on procure- 
ment regulations. Use of local contractors and supplies would be 
encouraged so long as they meet specifications on quality and 
price. The department monitors projects once they are operational 
by examining financial statements and progress reports. If a 
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project runs into difficulties, the comptroller would alert the tech- 
nical assistance department. 

Treasury Department (portfolio management) 

This department ranks in equal importance with the project de- 
velopment department. It would be in charge of sales of AIDFC 
stocks and bonds, payment of dividends, investment of surplus 
earnings, purchase of equity in projects, underwriting tribal bonds 
and securities, and sales from its own equity and loan portfolio. 

Surplus funds are extremely important for operations, invest- 
ment and emergencies. How well this surplus is invested could 
make or break MDFC. It is crucial to match the maturities and in- 
terest rates of AIDFC's borrowed capital with its loaned capital. 
One cannot borrow short and lend long. The president of AIDFC 
will have to be involved as well as the Comptroller's Department in 
Treasury operations because they are too important to be left to 
the treasurer alone. 

Regional offices 

Given the dispersion and diversity of Indian tribes and Alaskan 
natives and their resource bases, it would be necessary to set up 
regional offices. The regional offices would be instrumental in ful- 
filling the tasks of the project cycle. For example, they could en- 
courage tribal governments and BDOs to identify potential 
projects. Then, they could assist them with the preparation of feasi- 
bility studies by arranging project preparation loans with the cen- 
tral office. The regional offices would forward the feasibility studies 
to the central office for appraisal. Once the project met all the se- 
lection criteria, negotiations could begin involving the borrowers, 
regional and central office staff. The regional offices would also be 
responsible for mobilizing private local capital to finance the 
project. Once the president and comptroller signed th* loan docu- 
ment, the regional offices would participate in implementation, su- 
per vlt^ioii and nionitoring. They couid alao anange for training 
with the central office. 

Personnel 

Little has been said about the type of employees AIDFC would 
need. Before describing their skills it is important to state that the 
corporation should be free of civil service requirements. This would 
give it the flexibility it needs in hiring and firing. To ensure conti- 
nuity of operations five-year contracts could be offered after a pro- 
bationary period except for the president who will serve at the 
pleasure of the board of directors. 

The project development department would need economists and 
MBAs; project evaluation would need economists, MBAs, CPAs and 
lawyers as would the comptroller's department. Treasury would 
need investment bankers, brokers, security analysts. Technical As- 
sistance and Training would need MBAs, CPAs, and educational 
specialists. 
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Since salaries constitute 60% of the administrati>re expenses of 
many development finance institutions, it would be advisable for 
AIDFC to hire people with general backgrounds (MBAs, etc.) and 
hire specialists (engineers, marketing analysts) on an '^as needed" 
basis. 

For the top management positions only seasoned executives with 
experience in investment banking, fmancial management and eco- 
nomic development should be considered. 
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OuTUNE OF Purpose and Characteristics of AIDFC 

1. Purpose: mobilize capital and technical assistance for Indian 
business development; promote financial structuring and capital 
formaticn. 

2. Eligible Borrowers: tribal governments; tribal community de- 
velopment corporations; tribal enterprises; Indian individuals; 
Indian proprietorships; Indian partnerships and corporations; 
Indian co-operatives. 

3. Pypes of Eligible Activities: profit-seeking enterprises/ projects 
including those exploiting and processing natural resources, those 
engaging in agricultural activities, those engaging in light manu- 
facturing, those selling retail and wholesale goods and services. 

4. Type of Institution: independent federal institution (but free of 
civil service). 

5. Legal and Tax Status: mixed-ownership federal corporation 
(tax-exempt); stockliolders— federal government, Indian tribes, pri- 
vate sector. 

6. Sok'rce of Funds: 

Equity: federal government; tribes; private sector; (incentives: 
vlividends tax-exempt, purchase of shares receives an investment 
tax-credit; private sector receives access to information and prefer- 
ence in co-financing and joint venturing). 

Quasi-Equity: long-term, low interest loan. 

Debt: bonds and other debt instruments (guaranteed by federal 
government; income on bond is tax-exempt). 

Other: sales from portfolio; earnings on portfolio. 

Debt/Equity ratio 3/1 initially; 10/1 maximum. 

7. Uses of Funds and Financial Services: Equity investments (lim- 
ited to of total project equity;. Loans (equity + loans limited 
to 50% of total project cost). AIDFC's total equity + loans to any 
one enterprise would be limited to 5% of AIDFC's total equity -h 
borrowing. Interest rates on loans (sufficient to cover AIDFC's costs 
plus earn a reasonable rate of return). Maturity on loans (variable). 

Other Services: Loan guarantees for co-financiers; financial pack- 
aging; underwriting. 

8. Other Functions: Technical Assistance and Training. 

9. Oiganizational Structure' See next page. 
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ABBREVIATIONS 

BI A— Bureau of Indian Affairs 
EDA— Economic Development Administration 
FFB-~FederaI Financing Bank 
GAO~GeneraI Accounting Office 

IBRD— International Bank for Reconstruction & Development 

ICIDB— Ivory Coast Industrial Development Bank 

IDA — International Development Association 

IFC— International Finance Corporation 

KDFC— Korean Development Fmance Corporation 

KHIC— Kentucky Highlands Investment Corporation 

MCDFC— Massachusetts Community Development Finance Corporation 

NCCB— National Consumers Cooperative Bank 

OMB—Office of Management & Budget 

SEC-— SeCMrities & Exchange Commission 

GLOSSARY ' OF FINANCIAL TERMS 

Advised line of credit 

Term for a credit facility confirmed n writing as to the terms and conditions 
under which the bank is prepared tc grant credit It can be (1) good until can- 
celled—the bank may terminate the line of credit at will and, prior to such termina- 
tion, the beneficiary may draw at will; (2) annual review— the line is good for one 
year during which the beneficiary may draw at will, (3) as offered— the bank must 
be consulted prior to each drawing 

African Development Bank 

Formed in 1964, the ADB had 46 members (as of 31 December 1976), all from 
Africa. Its functions are to help provide development canital for Africa llie head- 
quarters are al Abidjan Ivory Coast. 

Arbitrage 

In general buying (or borrowing) in one market and selling (or lending) in an- 
other. 

Acian Development Bank 

Formed in 1966, the ADB had (as of 31 December 1977) 42 members, including the 
UK, the U.S., and 12 other European countries, in addition to 28 Asian members. Its 
functions are to help provide developme*"t capital for Asia. Its headquarters are in 
Manila, Philippines 

Blue sky 

A U S. term for state laws (as against federal laws) regulating the issue and sale 
of securities They contain provisions designed to protect the public from securities 
frauds. 
Bond 

(1) An interest-bearing certificate of debt— a written contract by the issuer to pay 
the lender a fixed principal amount at a stated future date and a series of interest 
payments until the bond matures 

(2) Also used to mean a guarantee or indemnity A "performance bond* is a sum 
of money payable, usually by a bank, if a contract is not performed 

Brokerage 

Con. mission charged by a broker to clients on whose behalf they have acted 
Callable capital 

That part of a "company's capital * which is not yet "oaid up" and on which the 
company's directors can call for payments to be made 

Certificate of deposit (CD) 

A CD IS a "negotiable instrument*' in "hearer form" It certifies that a sum of 
money has been deposittd with a bank. The crucial factor which distinguishes it 
from a bank deposit is that it can be re sold on the "secondary mai ket *' Thus, if an 
investor believes he can spare some funds for six months, he cpn buy a CD which is 



» The Klofwury was adapted from Julian Walmsley, a Dicfionan of International Finance 
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due for payment at the end of that time knowing he can re-sell it if he unexoectedlv 
needs the money earher The CD market began in 1961 in the U S when a true 
secondary market ' for CD's was set up 

Co'fmancing 
Collcteral 

loa^**"" for securities or other property pledged by a borrower as security for a 
Collateralued loan 

^I^^J^T IS'' t granted to a customer upon the pledge of (1) liquid assets 
Jr\ 11^ I!^ "'«>"id ascete (mortgage on a buS 

etc.). If the borrower is unable to repay, the lender sells the collateral. 

Commercial paper 

"Promissory Notes" normally having a maximum maturity of 270 days, sold bv 
companies or institutions to raise cash for working capital purposes In the US 
commercial paper i« a major borrowing instrument for first-class borrowers. It doe^ 
T^ilT'"^-^^ tion with the SEC, A company can sell its commercial paperlo 
dealers or It may Wacethe paper directly in the hands of investors by using itTown 
network of contracts. The Market has been in existence for many vea;s but «ew 
rapidly in 1965-70 (from $9,3 billion to $40,9 billion) when itsTowth wL "hS 
by the collapse of the Penn Central Railroad, at a time when the latter .d laree 
amounts of commercial paper outstanding The total now stands at around $80 Wl- 

Credit rating 

In general, this term refers to the quality of a borrower's reputation More soecifi- 
cally It IS used to refer to a systematic ^valuation of a borro^ver" finS^ 
tion by an agency which specializes in this function The two best-known bond 
rating agencies are the U.S. firms of "Moody's" and "Standard & P.^V' 
Credit risk 

In general the risk that a debtor will not repay, 
Crowding-out 

Term denoting public sector (govemmert) borrowing so large that the Drivate 
^^cJ ntfunl'' ^-.a^-fnt runs: "the public se<lor islnL^sUr^ 

the cost of funds, and has unimpeachable creditworthiness, so can easily borrow 
when the private sector may not be able to afford to " But the public sector may 
equally be sensitive to the political cost of driving up interest rat^ and iTeTpend^ 
ture may assist private sector financing bv improving corpnrRfP rf^^h How. 
Debenture 

Kn^" acknowledgement of indebtedness. Usually given by an incorporated company 

hv « rh«^p^ ^"^.^"^r "'"^"y usually accom^rid 

by a charge on the assets of the borrower A debenture may be issued in the form of 
stock by a quoted company on the Stock Exchange 
Debt-service ratio 

«nrf°r^vmpnt«'^^f''^ " ^^""^ ' intereot payments 

and repayments of principal" as a percentage of the country's export earnings 

guTrknt^'deb?™ P"*""^ debt^and publ^Ty 

Discount 

To purchase or sell a bill note or other commercial paper after deducting the 
amount of interest that will accumulate before it matures aeaucting tue 

Dividend 

Profit paid to its shareholders by a company 
Equity-capital 

The portion of a corporation's assete. all or part, that :s owned by the holders of 
common and preferred stock ^ uuiucio ui 
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Federal Financing Bank 

A corporate instrumentality of the U S which is subject to the general supervi- 
sion and direction of the Secretary of the Treasury It was estabhshed by the Feder- 
al Financing \ct of 1973 to coordinate, reduce the costs of, and efficiently finance 
federal agency and federally-guaranteed obligations. The FFB is authorized to pur- 
chase any obligation which is issued, sold or guaranteed in whole or in part, by a 
"federal agency"— defined in the Act as any executive department, federal e*»tab- 
hshment, corporate or other entity established by Congress and at least partially 
owned by the U.S. Govemment. 

Gearing 

A European term for the relationship between equity capital and fixed interest 
capital The American term is "leverage." After deducting interest on a debt, profits 
are available for dividends on the equity. Thus the effect of high gearing is to make 
it more uncertain that dividends can be paid, bu* if the debt is financing profitable 
business, dividends can grow more then proportionately. 

Industrial revenue bonds 

A term for "revenue bonds" deriving their earnings from an industrial facility. 

Leverage 

A term for the proportion of debt to equity in a firm's capitalization After de«1uct- 
ing interest on debt, profits are available for dividends on the equity. Thus, the 
effect of high leverage is jx> make it more uncertain that dividends can be paid, but 
if the debt is financing profitable business, dividends may grow more than propor- 
tionately. 

Liquidity 

Generally, the ease with which an asset can be turned into money. The more 
quickly an asset can be encashed and the smaller the risk of loss in so doing, the 
greater its liquidity. For example, one could arrange assets in an order which might 
include cash. Treasury bills, gilt-edged securities, equities, commodities, and proper- 
ty, in descending order of liquidity In monetarv discussions, the term liquidity is 
often used to refer to the aggregate of money and '*near money." 

Loan guarantee 

The undertaking of responsibility by one for another person's loan or generally to 
assure that it will be repaid The original debtor is still liable for payment but, in 
case of default, the maker of the guarantee can be called upon. 

Management fee 

A fee charged by a bank for managing a credit or bond issue. 

Mafunty 

When an obligation has been entered into for a specified period of time, it is said 
lu have a iimtuniy of thai period; e.g , it a deposit is placed with a bank for an 
agreed period of three mc.iths, it is said to have a maturity of three months. The 
maturity date of a bond is the final date by which it must be repaid. 

Municipal bond 

A bond issued by a municipality The term normally refers to U.S. issues These 
fall into two classes' general obligation bonds, backed by the "full faith and credit" 
(and the taxing power) of the issuer, and "revenue bonds" backed by specific reve- 
nues 

Note 

(DA financial instrument consisting of a promise to pay (ie a Promissory Note) 
rather than an order to pay (such as a bill) or a certificate of indebtedness (such as 
a bond) (2) If a bill of exchange is dishonored bv nonpayment or nonacceptance, it 
may be handed by the holder to a notary to be noted. 

Paid-up capital 

Part of the subscribed or issued "capital" of a company which has actually been 
paid for by shareholders If the total capital authorized by the shareholders exceeds 
tlie paid-up capital, the remainder is said to be "uncalled " If there is no uncalled 
capital, the company's capital is said to be fully paid. 

Paper 

Generic term for Treasure bills. CD's, croverninent and corporate securities, etc 
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Par 

Refers to the nominal value of a security If a share is issued with a face value of 
1 pound and is subsequently traded at that price, it is said to stand "at par " 

Par bond 

A term for a bond selling at par, in line with prevailing new issues or estimated 
going yield rates 

Primary market 

Term referring to securities markets The primary market is the market for new 
security issues; e.g , particpants consist of all those to whom newly issued securities 
are sold. Subsequent transactions in the security are said to take place in the "sec- 
ondary market." 

Prime rate 

A term for the rate of interest at which a bank will lend to its most favored or 
"prime" customers 

Principal 

The face amount or par value ol a debt, excluding interest or premium. 
Private placement— direct placement 

A method of borrowing by selling "bonds" or other financial instruments such as 
shares to a limited ^oup of investors. The distinguishing characteristic of such a 
sale or placement is that no advertising is undertaken to sell the bonds or shares. 
The American private placement market is the largest in the world and is an ex- 
tremely significant source of long-term capital, up to 30 years. 

Project finance 

Strictly, finance satisfying the following conditions: (1) It is used solely for the 
purchase of machinery, equipment, and know-how relating to a specific project, (2) 
Its maturity is related to the ability of the project to generate sufficient cash flow to 
repay the loan. 

Project line 

Term for a "line of credit" made available to finance a particular project 
Quasiequity 

A very low-cost loan or a free grant, a long-term loan (30-40 years), su Jinated 
to other deut or to real equity. 

Rediscount 

The discounting of commercial paper that has previously been discounted. 
Refinancing 

Floating a new issue of securities to obtain funds to retire existing securities. The 
object mav be to save interest rostj? tr> eictPnH thp mntnritv of thp Innn nr hnth 

Reserves 

Term covering funds held against possible future contingencies 
Security 

(1) Something deposited or given as assurance of the fulfillment of an obligation. 
(2) Written evidence of ownership, creditorship, especially, a stock certificate. 

Securities and Exchange Commission (SEC) 

The agency responsible for ensuring that new securities issues comply with cer- 
tain requirements, and for the proper administering of the securities industry in 
general 

Senior 

A term for debt which ranks ahead of other debts 
Stock 

Stocks, preferred or ''common," are the units into which a company's equity is 
divided 

Subordinated 

Term which refers to a promise to pay which cannot legally be fulfilled until pay- 
ments on certain other obligations have been made and any other conditions defined 
in the "indenture" have been met These other obligations are said to be senior to 
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the subordinated obligation For example, in the case of an unsecured bond issued 
by a bank, repayn ent may be guaranteed on a subordinated basis, as far as any 
claim to repayment is subordinated to the claims of the bank s depositors and its 
secured creditors, but ranks pan passu with other unsecured claims 

Surety bond 

A "performance bond" given by a surety company (normally) guaranteeing to a 
buyer that the seller will perform his duties 

Treasury bill 

Treasury Bills entitle the holder to a payment of a fixed amount at a fixed date. 
They ensure the financing of the government's cash requirements. Offerings are 
made weekly at the "auction " 

lYeasury bond 

A coupon security of the U.S. Treasury which generally carries a maturity of 
more than 10 years. There is a statutory limit of 4 25% on the coupon rate of Treas- 
ury Bonds, though issues are regularly made at higher coupons under an exemption 
procedurf 

lYeasury note 

A coupon security issued by the U S. Treasury with a maturity of not less than 
one year nor more than 10 years (filling the mat»'rity range between Treasury bills 
and Treasury bonds). These notes are available in minimum denominations of 
$1,000 in either bearer or registered form. 

Underwriter 

(1) In insurance, the employee of a coinpany who is authorized to bind the compa- 
ny in respect of an insurance lisk 

(2) A person who, when an issue of securities is being made, agrees with the issuer 
to buy or find buyers for those securities whi^^h are not taken up by the public. Al- 
ternatively, he may agree to buy the ermre issue in the first instance. It is normal 
for certain underwriters to act together in a "syndicate", whose membership may be 
stable over time, or which may vary according to the type of issue involved. 

Underwriting fee 

A fee payable to the members of the underwriting syndicate of a particular securi- 
ty issue It is often a percentage of the spread (between the price at which the syndi- 
cate buys the securities and the price at which they are resold to the public) which 
accrues only to members of the syndicate in proportion to the amount of the issue 
they have underwritten. 

Variable-rate CDs 

Introduced ir. the U.S. in 1975, this is a "certificate of deposit" with a normal 
minimum maturity of 360 days Its intc»rest rate is pegged by the issuing bank at a 
speci!ied spread over the bank's current rate on yu-day CD s and is adjusted every 
90 days. The device is an attempt to raise longer-term funds for the bank while par- 
tially protecting the investor against swings in interest rates. 

Venture capital 

lAoney invested for equity in a new company or project For some reason we apply 
the tern^ risk capital to all stocks whether new or old companies, but, when the 
company is new and the risk is decidedly higher, we give it the more glamorous 
name of venture capital 





ANALYSIS AND SOCIAL ACCOUNTIi^G MATRICES 



By Ronald L. Trosper 
Introduction 



The need to have projects analyzed in a thorough and responsible 
way on Indian reservations caused this paper to be writte;;. Al- 
though many projects succeed in part because of good design, many 
development projects are hastily put together and fail for reasons 
that should be foreseen. In addition, some projects which succeed 
are marginal ones, raising doubt about the wisdom of undertaking 
them. This paper is intended to aid those who evaluate potential 
business or economic development projects on Indian reservations. 
Because such analysis is complicated, it is difficult in one work to 
cover all of the material which is applicable. Since there are other 
books and services which describe standard or traditional project 
analysis, the approach taken here is to show the niodifications 
which can be made in order to apply traditional techniques in the 
context of Indian reservations. Each of the three sections of the 
paper deals with issues which make project analysis on reserva- 
tions different from many other contexts in which investment op- 
portunities are evaluated. 

For instance, one obstacle to increases in the material well-being 
of Indians is uncritical adoption of assumptions about business or- 
ganization derived from Anglo-American society. Most people 
trained in standard American colleges and graduate schools need 
to be aware of some of the possible differences between Indian cul- 
tures and other ones. Procedures or practices that seem nonnal in 
American culture are not examined as critically as are other issues 
in courses at such schools. It is of course dangerous to be too dog- 
matic on this subject; not all Indian communities are the same. Just 
as there is substantial variation within America outside of Indian 
reservations. The second chapter of this work reviews many of the 
cultural and institutional conditions which affect projects located 
in Indian communities. The question of business organization is 
one of these. Another is the influence of the federal government in 
the regulation of land use on Indian reservations. 

A second major issue is the structure of reservation economies. 
As a result of the special circumstances of Indian reservations, the 
sources of income and the structure of production on Indian reser- 
vations are often unusual. For instance, there are important trans- 
fers of income from the federal government to individual Indians 
and to tribal governments. Although these transfers are similar to 
those received by other communities, they are veiy large in rela- 
tion to other sources of income. Another special characteristic of 
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Indian resource development is the presence of non-Indian individ- 
uals and corporations in key sectors. Often, non-Indians are in pow- 
erful economic positions either because of their own investment or 
because of leases obtained for the exploitation of Indian-owned re- 
sources. As a result, it is important to be able to examine the struc- 
ture of reservation economies and to be able to understand the re- 
lationships between potential new production ard current econom- 
ic structure. One way to do this is to construct a table, caVed a 
social accounting matrix, that shows the transactions among the 

Earts of a reservation economy. A social accounting matrix can also 
e used to examine issues about the distribution of income among 
tnbal members. 

A third major issue fs the role of government in promoting eco- 
nomic development in Indian communities. The federal govern- 
ment and each tribal government is concerned about the welfare of 
Indians. The role of the federal government is sometimes ambigu- 
ous, since in many situations the federal government has respond- 
ed to pressures from non-Indians to impede Indian economic devel- 
opment so that others might use the available resources. Tribal 
government is much more obviously concerned about economic de- 
velopment. Although most communities in the United States con- 
sider both social and private aspects of economic development 
policy, Indian governments are particularly inclined to consider the 
total impact of new projects upon their communities. Social cost- 
benetit analysis is well-suited to guiding decisions aimed at obtain- 
ing good returns from the investment of limited capital. The 
nature of social cost-benefit analvsis is to attempt to combine the 
private and the public costs and benefits of a project in judging 
whether or not a project is a good one. Although the narrowly ma- 
terial focus of cost-benefit analysis must be recognized as a limita- 
tion, application of the technique to appropriate situations should 
aid the selection of good rather than poor projects. 

Recopiition of the need for such analysis came about during con- 
sideration of means of solving the capital shortage problem on 
Indian reservations. The American Indian Development Corpora- 
tion w^ set up to examine the wisdom of creating an American 
Indian Development Finance Institution. Since such an institution 
would need to have a system of project evaluation for Indian com- 
munities, the American Indian Development Corporation commis- 
sioned this manuscript. Although the original motivation for this 
work would be for use by development finance institution, the re- 
sults should also be useful to any organization .vhich sets out to 
promote business enterprise in Indian communities. 

The outline of the work is as follows. It has three parts. The first 
part IS the second chapter, which reviews the literature relating to 
institutional characteristics of Indian communities and Indian res- 
ervations which might affect the success or failure of business en- 
terprise. The second part is the third chapter, which introduces the 
idea of social accounting ni^.tuces using a fictional example of ^ 
social accounting matrix. Three examples are pret^ented, each of 
which IS a more complicated version of its predecessor. The first is 
a four by four matrix. The second social accounting matrix is the 
ten by ten example. The third matrix has twenty sectors which are 
consistent with the ten sectors of the previous two examples. 
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The third and longest part consists of chapters 4, 5 and 6. These 
chapter^ illustrate social cost-benefit analysis. The fourth chapter 
presents a fictional examph of an agricultural project on a reserva- 
tion. The project is analyzed from several points of view: (1) the 
return to capital, (2) a tribal analysis, (3) a federal analysis, and (4) 
analysis by an Indian development finance institution. Then the 
impacts of the project upon a reservation economy are illustrated 
using the ten by ten social accounting matrix from the second 
chapter. The fifth chapter presents an example of a manufacturing 
project. Each of the same points of view are presented. The impacts 
on the reservation economy are calculated using the twenty by 
twenty social accounting matrix of the third chapter. The sixth 
chapter analyzes a natural resource project in some of the same 
ways that the agricultural and manufacturing example were evalu- 
ated. It does not compute the impacts of the project using social ac- 
counting matrices. 

The reader need not read this work from start to finish. Each of 
the three parts are fairly separate. Even though social accounting 
matrices (from chapter 3) are used in the fina^ sections of two of 
the social cost-benefit examples, those sections are independent of 
the earlier parts of each of those chapters, and can be skipped. 

Sincf* *^is is a long work, some guidance about its purpose and 
its level of cHophistication is needed. The eventual goal is to make 
this document usable by non-economists. The present version is too 
complicated in parts of chapters 4 and 5; additional work is needed 
to separate the difficult sections into an appendix. For this reason, 
''he reader should not feel that he needs to understand all of \^hat 
. Hows. In particular, the analysis of the impacts of a project upon 
a reservation economy through use of the data in a social account- 
ing matrix requires application of some complicated procedures. 
Readers should not feel that they need to understand the methods 
used to derive results; rather, the purpose of reporting the results 
is to show how such an analysis can be used to see what changes 
might occur on a reservation as a result of a new economic activity. 
Actual use of the proposed methods of deriving impacts is not well 
enough explained at the end of chapters 4 and 5 to allow readers 
without further training to apply the ideas themselves. 

Another problem is that discounted cash flow analysis is not pre- 
sented in detail prior to use of it in social cost-beneflt analysis. 
Rl ^ers may wish to refer to textbooks on capital budgeting that 
explain the principles. Chapter 4 begins with a brief review of the 
traditional principles of discounted cash flow analysis and the 
modifications needed for social cost-benefit analysis. 

The application of the following types of analysis involve the ap- 
plication of a materialistic value system to evaluation of different 
options. Materialistic values are only one type of values which can 
be used for guiding choices among options. Therefore, it is ger- 
maine to clarify some of the objections which have been raised to 
this type of evaluation. There are at least five district value ap- 
proaches to the ""valuation of a person's or a group's options. They 
are (1) materialistic, (2) libertarian, (3) nationalist or ethnic, (4) tra- 
ditional, and (5) scientific. A person may be interested in applying 
several of these simultaneously, and in evaluating tradeoffs among 
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them, It is helpful, however, to consider each of them separately 
without claiming that one of them is a subset of another. 

A materialistic evaluation examines the material products of an 
action and attempts to value these outputs. Goods and services 
which are exchanged for money in market places are the primary 
examples of material products, and the prices of these products are 
an example of values for them. Other material outputs exist which 
are not necessarily traded in market places. For instance, some 
people value a trip to the wilderness, clean air, or a pleasant view. 
These are often regarded as "public goods" which require some 
decree of governmental action in order to provide them. These 
public goods are a type of material good, although they are not ma- 
terial in the sense as is a loaf of bread. 

A libertarian, or democratic, evaluation examines the conse- 
quences of an action upon the individual liberty of people. Many 
philosophers and social commentators place individual liberty 
above material possessions. John Rawls' recent book, A Theory of 
Justice, concludes that a just society is one which sets up institu- 
tions which maximize the liberty of persons in the society. Any 
action that increases material well-being at the price of reducing 
individual liberty is to be rejected. The Constitution of the United 
States is an attempt at such a society, because the Bill of Rights 
sets out standards that courts apply for the protection of individual 
liberty. Some of these standards undoubtedly raise the costs of eco- 
nomic activity, but the cost is seen as acceptable. 

Nationalistic goals are those which focus upon the powers of a 
group to control its destiny. If the group controls a nation, then ac- 
tions which increase the power of the group are nationalistic. If the 
group is not a nation, but a part of one or more countries, then ac- 
tions to support the power of that group are often called ethnic. 
For example, the activities of the French-speaking people in 
Canada to increase their power within Canada is an ethnic or a na- 
tionalistic movement. Similarly, efforts by particular Indian tribes 
in the United States to increase their control over activities on 
th«jir reservations or among their members are examples of ^he ap- 
plication of shared ethnic goals. 

Traditional v lues are most often expressed as religious ones. 
Those who apply traditional values to activities evaluate the 

moral value of the activity according to some set of values which 
has been inherited from earlier generations and which establish a 
system of evaluation based upon tradition. 

Finally, scientific values rank activities based primarily upon 
their contribution to knowledge. Scientists are interested in ex- 
panding man's knowledge of the way in which natural and human 
activities occur. Any increase in knowledge is valuable in and of 
itself. Knowledge is defined by scientists as theories capable of em- 
pirical verification through observation or experiment. 

Often these value systems are applied to different types of activi- 
ties and never come into conflict. But other situations show such 
conflict. An example of such conflict is the refusal of many tribal 
governments to cede tribal jurisdiction over civil cases should that 
be needed to assure non-Indian developers the security they need 
to operate a business on the reservation. Another example of the 
conflict occurs in regarH to native languages. Since business is con- 



138 



141 



ducted in English, a strong incentive exists to learn and use Eng- 
lish. Yet many Indians devote resources to using and preserving 
their native language. Furthermore, many Indian communities 
value certain lands for religious reasons and are not willing to use 
the land for commercial purposes. Conflict betwe- n environmental- 
ists and developers is usually a conflict among matenalistic ends 
and is not an example of the conflict of religious and materialist 

value systems. ^ r i o- 

This work applies the logic of a materialistic set of values, bince 
enough people value such ends (at least partially), there is need for 
systematic application of technical tools for increasing material 
goods. But there is no desire to present the analysis of this work as 
a universal or generally applicable method of analysis. Readers 
who are not solely concerned with maximization of material ends 
will not totally agree with what ToUows. The author recognizes that 
other values may predominate in certain cases, making careful cal- 
culation of the net social benefit in materialistic terms irrelevant. 
Although one could attempt to example methods of chosing 
projects when other types of values are applicable, such a study is 
beyond the scope of this undertaking. Therefore, this work only 
considers other values in relation to their effects upon material 
goals, and this discussion occurs primarily in the next chapter. 
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Chapter I— Institutional Analysis 

Social, cultural, and political obstacles to economic development 
may exist on Indian reservations. This chapter considers some of 
the major institutional factors which might affect projects. Exami- 
nation of obstacles to economic development is both dangerous and 
useful. It is dangerous because obstacles are tricky; some are not 
obstacles, some are possible benefits, and some are irrelevant. It is 
useful because institutional factors need to be taken into account. 
Even if an alleged obstacle can be circumvented, it needs to be un- 
derstood in order to be avoided. 

Unfortunately, it is easy to fall into dogmatism in discussing 
noneconomic or cultural barriers to economic development. This 
chapt>er is not intended to set down hard and fast rules which can 
be applied to particular circumstances. Rather, the goal is to con- 
sider these issues and assess their relative importance. A conflict 
exists between the general purpose of this book, to provide ''guide- 
lines" for project evaluation, and the limited available knowledge 
about institutional issues. Not much is known about the interac- 
tion of market issues and institutional issues in the development of 
enterprise on Indian reservations. Everyone has favorite opinions 
about these interactions. Consequently, one purpose of this chapter 
is to challenge commonly held perceptions. It would be an error to 
attempt to substitute the author's own pet opinions for others; yet 
adoption of an entirely neutral position is difficult. Therefore, the 
text which follows is a critical revi**w of the literature on institu- 
tional issues, in which the author doeb not hide ]us own conclusions 
about the right answers. Strongly stated interpretations should 
challenge the reader to examine tha issueb and L^s own preconcep- 
tions. 

Instead of a set of rules, therefore, this chapt r provides a check- 
list of factors to consider in evaluating a prop ;^ .^d project. There 
are seven general topics. The first tf e attitudes of seme Indians 
about the proper exercise of authority v\hin their communities. 
Based upon the experiences of a few tric^ two common assump- 
tions should be closely examined. 

One of these is that Indian;^ should have all the management po- 
sitions in their enterprises. It may be convenient for non Indians to 
manage daily operation in which ^ace to face orders must be given 
to Indian employees. An Indian would be uncomfortable in that po- 
sition. Indians could exercise ultimate authority through a board of 
directors. A second common r/isumption is that community meet- 
ings should be used to achieve- consensus on development activities. 
This method of obtaining 'igret.'^ent is questioned. 

The next part deals w.th generosity, it questions the widely held 
view that duties to one's friends and relatives inhibits entrepre- 
neurial activity among Indians. Generosity may be a sign of com- 
munity strength which asserts itself most clearly when a communi- 
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ty is poor due to other reasons such as a small land base or dis- 
crimination. 

The third section deals with a crude model of the welfare system. 
This view suggests that programs of public assistance discourage 
development of independent small sources of income. Consequently, 
to obtain the support of recipients, an economic development policy 
must offer large improvements which move them out of the welfare 
system altogether. 

The fourth section considers the issue of patron-client political 
systems. Such systems operate through factions made up of patrons 
and their clients. Four o*" the arenas in which patron-client behav- 
ior are possible exist in Indian country. Of particular importance 
are the imbalances in power positions between officials in the BIA, 
program administrators, and tribal councilmen. 

The next section deals with one of the land tenum problems on 
reservations: the management of tribal trust land held in common. 
This is a long section because the issue is complex. Many non-Indi- 
ans, unfortunately, have a tendency to blunder when discussing 
common property. They immediately recommend a private proper- 
ty system. There are analytical and historical objections to such a 
recommendation. The analytical objection is that other choices 
exist besides open-access management and private property man- 
agement. The historical objection is that the rhetoric of private 
property often served as a cloak for taking Indian land. This makes 
Indians suspicious that the rhetoric will again serve the same pur- 
pose. 

The sixth section lists some of the reasons that the costs of man- 
aging and coordinating economic production are perhaps greater 
for Indian entrepreneurs than for non-Indians. Although some pos- 
sible sources of high transaction costs are listed, there is no at- 
tempt to determine if the real magnitudes are much different from 
thos'. of non-Indian en^^repreneurs. 

The seventh and final section examines the assumption that the 
rate of saving is deficient on Indian reservations. Because there is 
no data on the issue, one cannot know at this time if low savings 
rates are a real problem. The section simply assembles the argu- 
ments which have been made for and against the assumption and 
reaches no conclusion. 

A. AUTHORITY 

This section discusses conflict which arises because of some 
Indian attitudes toward the exercise of authority and suggests one 
organizational innovation which may reduce such conflict. It then 
goes on to examine a second common organizational action wh^ch 
fails to oy rate effectively in some Indian communities. 

In the firat case, a reluctance by Indians to give direct orders to 
eacli other is obstacle to be circumvented. In the second, a popu- 
lar American method of achieving group consensus is itself a possi- 
ble obstacle which should be used with great caution. 

The Anglo-American firm is organized as a hierarchy in which 
the formal command structure is from the top down. It has been 
suggested that this undemocratic structure is not acceptable in 
some Indian communities. 
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In his book reporting his experiences with the Fox Indians of 
Iowa, Fredrick Gearing discusser the ways in which one group of 
Plains Indians deal with authority: 

I had early sensed a certain discomfort among Fox men 
in positions of apparent authcrity, i.e., as members of the 
Fox tribal council. It seemed possible that these, and Fox 
men generally, were reluctant to move into positions 
where they seemed to be above their fellows, instructing 
them or deciding matters for them. ... In conversation 
Fox eyes rarely met, and Fox spoke in a low voice. In 
formal and informal discussions sentiments were ex- 
pressed with ''They say . . . not "I believe . . .". And if 
others disagreed, their expressed sentiments were coun- 
tered not directly but by cautious implication. Fox avoided 
appearing to stare at another, say, vho passed down the 
road. Fox stringently avoided open argument or violence 
with fellow Fox, failing in this only under severe provoca- 
tion or when they were drunk. Similarly, in their jobs a 
few Fox were foremen and the like, but not comfortably or 
very effectively when their crews were made pp of other 
Fox. In those forms of organization where formal positions 
of leadership were reeuired (as for the Pow-wows), the men 
who were elevated to these positions typically were able to 
exercise unusual caution so as not to appear to direct; even 
so, their lives were difficult.^ 

This description of Fox attitudes toward authority does seem to 
be a widely shared attitude among Indians, for example, Robert 
Bigart, another observer, writes. 

Possibly the most distinguishing feature of Indian socie- 
ty is the degree of independence allowed an individual. 
Among the Sioux, for example, Erikson found that '*every 
educational device was used to develop in the boy a maxi- 
mum of self confidence, first by maternal generosity and 
assurance, then by fraternal training" .... Spindler and 
Spindler . . . note that psychological testing results from 
Indian groups generally indicate strong individual auton- 
omy. Indianp seek advice from others but customarily em- 
phasize reaching the a'^tuftl decision independent of out- 
side pressure. Indian social values prize personal independ- 
ence over dor^inance. Only in those few cases where the 
welfare of others is seriously threatened will Indian socie- 
ty reluctantly condone forcing an adult to take any 
action.^ 

Consider an Indian community which values circumspection in 
the way that Gearing and that Bigart suggest. Suppose this com- 
munity is considering establishing a factory which needs a high 
degree of coordination among workers. If this coordination is to be 
accomplished, someone is going to have to tell others what to do on 
a daily basis. But no member of the community wants to give 
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orders. A conflict between the requirements of the factory and of 
the conimunity exists. For the factory to operate in the community, 
something has to change; some innovation in either factory man- 
agement or tribal values is needed. 

Bigart recommends that factories of this soit chanpe their meth- 
ods. His suggestion is to laove in the direction of worker-manage- 
ment: 

Instead of supervisors making all of the production deci- 
sions, the workers could meet and help in the assignment 
of production quotas; thus the quotas could take into con- 
sideration differing individual needs and industriousness. 
The workers could be kept informed of plant problems and 
their advice could be solicited on impending decisions. 
This, combined with encouraging the workers to invest 
part of their wages in stock in the plant, could contribute 
towaitl a situation where supervisors would work with tne 
Indian employees instead of simply giving orders.^ 

These suggestions would only partly solve the problem posed. 
Worker control of production decisions still requires that the groap 
determine what each Indian is to do; this may be too much exercise 
of authority over individuals. Bigart and Gearing both suggest that 
unanimity is required in group decision-making among Indians. 

Another pocsibility is to hire a non-Indian as managi^r. This non- 
Indian would coordinate the activities of Indian workers. He would 
give direct orders tO Indians. He might be disliked for doing so, al- 
though he would not himself be bothered by giving orders. A 
number of Indian-owned enterprises have placed non-India*^" .ne 
position of manager. General policy is determined by an Indian 
board of directors while the manager gives direct orders. This may 
be the innovation which solves the dilemma that no member of the 
community wants to tell others what to do. A person not under- 
standing the nature of the innovation here might object to appar- 
ent non-Indian power over Indians, and suggest that an Indian be 
trained as managei. This could, however, be a mistake, for an 
Indian manager would be circumspect about giving oixlers. 

The Arapahoe Ranch of the ^ind River Reservation provides a- 
example of the use of a non-Indian manager in a position whic 
Indians would rot accept. Loretta Fowler (1973) summarizes her de- 
scription of the internal organization of the ranch as follows: 

For example, the tribe hires an experienced, university- 
trained manager and places him under the authority of 
tribal leaders who make all important policy decisions. 
The manager is a white nian who is not subject to pressure 
from relatives and tribemen, and thus labor-management 
problems are minimized without compromising the Arapa- 
hoes' hard-won authority over the ranch operation. Fur- 
thermore, though maximum efficiency is held secondary to 
other Arapahoe priorities, as an Indian enterprise, the 
ranch is able to lease grazing land more cheaply than 
ranches owned by non-Indians, which helps to compensate 
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for the expense of concessions made to those tribal prior- 
ities which detract from the productive capacity of the 
ranch. This combination of factors operates to make the 
ranch financially successful despite the lack of rigid adher- 
ence to the principles of scientific management. In fact, in 
the context of Arapahoe control over its operation, the 
very success of the ranch may serve to encourage a view of 
the enterprise as a feat independent of non-Indian tutelage 
and somehow immune to criticism from non-Arapahoes. 

. . . the ranch innovation is an ou^owth of how Arapa- 
hoes conceive of the kinds of adaptions that are both ac- 
ceptable to the tribe and capable of improving reservation 
living conditions to the level felt desirable by the Arapa- 
hoe. In this sense, the ranch history can be viewed as a 
process of adaptation of Arapahoe definitions and strate- 
gies of economic development. . . . While the concept of a 
white manager was initially resisted, gradually such cul- 
tural differences came to be exploited in such a way as to 
aid in the emergence of the ranch as both a financial suc- 
cess and a distinctly Arapahoe accomplishment ^ 

Fowler's article covers the history as well as the organization of 
the ranch. The Arapahoe Ranch originated as a Bureau of Indian 
Affairs imposed enterprise. The BIA set it up and exercised firm 
control over it. Although tribal leadership has opposed the use of 
federal judgment funds to set up a ranching enterprise in 1940, 
within ten years the Arapahoes began moves to take over the 
ranch rather than to eliminate it. Part of ' reason for this may 
have been the political rivalry between :h ipahoe and the Sho- 
shone and the Wind River Reservat'on. . . 1948, the Arapcdioe 
gained control over the ranch.® 

There are other examples of Indians setting up enterprises with 
Indian control over general policy and non-Indian control of day to 
day management. The Elmo Road Corporp*'on of the i*lathead Res- 
ervation functioned well with such a structure.® The tribal farm of 
the Sisseton-Wahpeton Sioux Tribe began with a non-Indian man- 
ager, although they later placed an Indian in that position.^ Sever- 
al of the lumber mills on Indian reservations have non-Indian oper- 
ations managers. 

The lesson of this example is that an apparent conflict of values 
which woula seem to prevent development of successful enterprise 
can be circum'^ented through organizational innovation. Successful 
Indian enterprises need such innovation so that Indian communi- 
ties can avoid the apparent paralysis of com*nunity activity which 
develops when a non-Indian organizational structure is imposed. 
Successful Native innovations may involve the use of features 
which on first examinrtion seem unworkable. Non-* iian manag- 
ment seems wrong to those accustomed to too much BIA control 
over Indian activities. But if the non-Indian manager is carrying 
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out the policies of Indians, then the circumstances are quite differ- 
ent. 

There is another startling implication of the ways in which some 
Indians treat authority. Indians may not like to contradict each 
other openly, particularly not in large public forums. The implica- 
tion is that community meetings are not a good method of commu- 
nity action. But a common Anglo-American approach to communi- 
ty mobilization is to hold large group discussion. 

In his book on the Quechan Indians, Robert Bee argues that 
meetings encouraged by federal officials served to increase rather 
than decrease community tension through exacerbating conflict 
among factions.® Michael Moyer, in his work with an Indian com- 
munity in Western Montana, also reports that community meet- 
ings failed to be of any help in achieving consensus about what de- 
velopment activities should be undertaken. Members of the com- 
munity told him not to hold meetings, and he heeded their advice.* 

In some Indian communities, the activities of non-Indian commu- 
nity organizers or other individuals seeking change in a communi- 
ty's economic life may be ineffective or e\ 3n harmful. The problem 
is that the methods used to obtain a community's agreement on a 
type of development may cause conflict and increase community 
tension. 

Of course, particular economic development or community activi- 
ties which are not acceptable to a community have little chance of 
success. But how does one go about obtaining community agree- 
ment or consensus? Personal contact or the use of small group 
meetings might be a way to explain a program or to olDtain the 
opinions of community members in order to assure that the com- 
munity accepts a new program. There are alternatives to large 
group meetings or an attempt to obtain support through votes 
which need only a majority to pass. 

Not all Indian communities are hostile to large group meetings 
to resolve conflicts. Among the Tonawanda Seneca of New York, 
the traditional Iroquois political structure remains substantially 
intact. At the community level, the Chiefs Council makes all mfigor 
decisions. Since each chief is elected for life, the chiefs cannot and 
do not use an electoral campaign to discover the community's opin- 
ion. Rather, they use personal contact and community meetings. 
M' mbers of the community make their opinions known at the 
meetings, so that the chiefs will know what is felt. In their official 
roles, each chief is very cautious about voicing a definite opinion at 
a meeting until an agreement is reached. But others in the commu- 
nity speak out forcefully. A general reluctance to speak up in large 
meetings as shown among some other tribes does not exist among 
the Seneca Indians. 

Two conclusions can be reached based upon these examples. The 
first is that an ostensibly bad idea, non-Indian management or co- 
ordination of production activities, can be a good idea. The second 
is that an ostensibly good idea, community group decision-making 
in formal meetings, can be a bad idea. 
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Successful pursuit of economic development on Indian reserva- 
tions will need and will cause innovations in organization. Those 
who analyze projects wUl want to collect more examples of good 
and bad organizational experiences in order to be able to assess the 
O'-ganizational aspect of proposed projects. Those interested in es- 
tablishing enterprises on Indian reservations should avoid inflexi- 
bility based upon preconceived notions about how Indians organize 
economic behavior and should expect surprising solutions to appar- 
ent institutional problems. Given the variety of Indian cultures, an- 
swers for one community may not apply to others. 

B. KINSHIP AND GENEROSffY 

Although generosity exists in all ethnic groups, it is convenient 
to link together the norm of generosity and the ties of kinship such 
as those in Native American communities. In considering possible 
obstacles to economic development, the following question is impor- 
tant: Does the need to be generous inhibit an Indian entrepreneur's 
ability to accumulate capital? 

One can find various answers in books on the economic condi- 
tions of Indians. In describing the economy of the Pine Ridge Res- 
ervation, Raymond DeMallie observes, 

. . . because of the reality of extended kinship ties, an 
individual finds that any money which he accumulates is 
not his own. The moral system of kin relationship de- 
mands that an individual share with his relatives or be 
branded as a sell-out to the White man's way. There is 
little doubt that this is one contributing factor to the 
greater relative economic poverty of full-blood households 
as contrasted with mixed bloods, v;ho have adopted White 
American economic values. 
DeMallie is stating a commonly held view: because of duties to rel- 
atives, Indians are unable to accumulate a surplus. 

Francis Jennings expresses a related viewpoint in attempting to 
explain the failure of Indian economies to prosper from trade with 
Europeans as much as European economies seemed to benefit from 
trade with Indians during the colonial period. Indians provided furs 
to Europe, and Europe provided tools and guns to Indians. Jen- 
nings asks the question, "Apart from the incessant demographic 
erosion of disease and war, what traitr. in Indian culture made the 
trade itself so deleterious?** His answer is as follows: 

In a sense one can say that the Indian universally failed 
to acquire capital because they did not want it. Thereby 
they sacrificed status as well as opulence and incapacitat- 
ed themselves for assimilation to the dominant European 
society except as laborers, fighters, or small peddlers. In 
this respect the cultural values of Europeans proved as un- 
alterable as the Indians*. Despite the loftiest sentiments of 
morality and religion, Europeans have never been able or 
wiling to devise a secure place in their midst for persons* 
othor than those in holy orders, who care nothing about 
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wealth. Nor have the Americans of European extraction 
been willing even to leave Indians alone so long as the 
latter occupied land that could be turned into wealth. Iron- 
ically it has been the Indian's egalitarianism and generosi- 
ty—traits much admired in European culture— that 
doomed him to the lowest echelon of the European social 
structure. This is a far cry from the mythical attributes of 
laziness and shiftlessness. Perhaps there was a certain no- 
bility about this savage after all. * * 

Jennings proposes that egalitarianism and generosity are an ex- 
planation for the decline of Indian economies during the colonial 
period.*^ DeMallie proposes that generosity explains the relative 
poverty of fullblood compared to mixed blood Oglala Sioux. 

These assertions appear persuasive for several reasons. The logic 
appears unassailable: what could be more natural than the fact 
that claims by one's kin, or an egalitarian ethic, prevents the accu- 
mulation of capital? After all, isn't saving and the desire to save 
the main reason for the economic growth of Europe in the modern 
period? The facts also appear consistent. Indians readily admit to 
being generous. Indians are poor. It seems to follow easily that the 
admirable trait of generosity has caused poverty. Ore can be pro- 
Indian and hold this view. 

So, on one hand the logic is appealing. Generosity certainly 
would harm saving, and saving certainly is the cause of economic 
growth, Indians, therefore, have failed to have economic develop- 
ment because they have failed t^ accumulate capital. And, as we 
extend the lessons to project evaluation, we must examine the 
effect of low savings rates upon the success of a project. The dan- 
gers might be that a community would consume the capital bor- 
rowed from a development finance institution, rather than pre- 
serve and expand the capital. 

But the logic can be attacked and the facts are not consistent 
with the hypothesis. Generosity exists among Indians, and certain 
types of capital accumulation may be unfeasible in Indian commu- 
nities because of egalitarianism and generosity. It does not follow, 
however, that capital accumulation is not possible, or that capitctl 
will be dissipated by all Indian communities. One needs to examine 
other aspects of a project to determine if generosity is a problem. 

This belief that Indians are generous has a reciprocal belief 
(among Wl;ites) that Indians exploit one another through the shar- 
ing ethic. Indians, in response, criticize Whites for stinginess and 
greed; Indian poverty is due to such greed in the form of taking 
land. Both Indians and Whites have what Braroe (1975) calls a 
"moral universe" which explains daily affairs in a community on 
or near a reservation. Memoers on each side interpret events in a 
way that praises their behavior and their values. Therefore, argu- 
ments about Indian generosity and White greed cannot be purely 



» » Jenningi (1976), pp 102-104. 
Jennings points out that the joint-stock company and the bureaucratic modem firm are 
methods of accumulating capital For him, the joint-stock company is the consequence of acquisi* 
tive values. It might be a force of its own, however. Another hypothesis would l» that the corpo- 
ration if a method of imposing capital accumulation upon society, and that without it the accu- 
mulation present today in capitalistic societies would be much less See Margltn (1973) 



147 




151 



academic. One mu^^t recognize the social role played by these theo- 
ries. It is important to examine Indian-White relations on and near 
reservation? from Braroe's point of view to see what lessons are 
available to assist in project analysis. It is important not to forget, 
however, that man / people's acceptance or rejection of the theory 
may have little U do with either logic or evidence, but may be 
based upon the use of the theory to validate or invalidate day to 
day contacts between Indians and Whites. 

The theory can be attacked with the following question: if it is 
important to be generous, isn't it also important to be able to be 
generous? Surely a person with a large surplus of commodities is 
more able to be generous than a person with less? A selfish person 
certainly would cease accumulating capital if he had to share the 
prolit. But a generous person would be happy to share the profit, 
and therefore would be motivated to increase the available surplus. 
In addition, he would be able to expla,-* to his relatives that the 
invested portion of the surplus this year would enable him to be 
more generous next year. If his prediction is true, then his rela- 
tions will not criticize him for saving. They will benetit from the 
surplus, and he will benefit from their appreciation of his ability to 
produce. 

The argument can be attacked from another direction. If a 
person is generous in sharing his surplus, can he not also expect 
generosity in return? If so, perhaps the kinship group would be 
particularly effective in mobilizing its resources for economic activ- 
ty under the leadership of a member of the extended family. If the 
jocial return is to be shared, perhaps the investment can also be 
shared. 

Both of these arguments against the "generosity" theory of pov- 
erty are not new. A.O. Hirschman used them in reviewing a simi- 
lar literature that asserts that traditional kinship ties in all non- 
European societies inhibits capital accumulation. Hirschman 
cites evidence that families help as often as they hurt capital accu- 
mulation. 

Even though there is no general reason to suppose that generosi- 
ty is a barrier to economic growth wherever it c.^curs, one still 
cannot dismiss the possibility that it is a barrier in certain circum- 
stances. Consider the small band of Cree Indians described by 
Braroe in his book, Indian and White. They are a "fuUblood" com- 
munity in a marginal economic position as laborers for a prosper- 
ous ranching economy. They are ^'typical fuUbloods" for many rea- 
sons: they are generous, they practice the Sun Dance, they retain 
their traditional naming system, they do not intermarry with 
Whites, and so on. Are they poor because they are generous among 
themselves? It is hard to say yes, since they have many other possi- 
ble reasons for being p^r. They are nontreaty Indians with very 
little land. The Canadian Indian Affairs Bureau has done lit le to 
help them. They speak English poorly and have little access to key 
information and education needed to work in the surrounding com- 
munity, which is also made up of ranchers who appear to discrimi- 
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nate against the Indians in many ways. They are in a position of 
very little economic or political power. 

Suppose, therefore, tuat one were to imagine this community ap- 
plying for assistance in the form of a proposed enterprise. What 
would be the institutional problems with such an enterprise, as- 
suming that it is favorable project when standard social cost-bene- 
fit analysis is applied? Would generosity be one the main prob- 
lems? Probably not. "Anglo" cultural assumptions direct one s at- 
tention to the potential difficulties caused by generosity. The fear 
is that the "exploitation" of frugal Indians by their kin will inhibit 
spying and economic growth. This fear itself diverts attention away 
from other tangible issues such as powerlessness and discrimina- 
tion. This tendency is reinforced by the fact that the generosity 
ethic is more important, the poorer and weaker is a community. 
This makes it more visible and available to divert attention from 
other actors. 

The airection of causality proposed by DeMallie, that generosity 
causes povorty, should be reversed. Poverty strengthens generosity. 
A consequence for projects is that success probably depends more 
on o\ ercoming obstacles other than a generosity ethic. But the ab- 
sence of selfishness should also be taken into account in facilitating 
the operation of a new economic activity. 

C. THE WELFARE SYSTEM 

Many Indians receive welfare payments from the federal govern- 
ment and from local governments. This suggests that institutional 
aspects of "welfare dependency" needs to be examined for obstacles 
to project development. Eligibility to receive welfare depends upon 
need in most welfare systems in the United States. Need follows 
from physical infirmity, lack of work, being unable to work, having 
to raise young children, or even lack of wealth. One can summarize 
many eligibility requirements as "asset tests;*' in order to receive 
welfare, one must own assets whose value is below some limit. 
Therefore, if one has some assets, there is a temptation to use up 
the assets in order to become eligible. Hence, saving is discouraged 
and dissayii^ is encouraged. Perhaps as a result of this reasoning, 
many societi^" create counter incentives. In America particularly, 
society discourages welfare recipiency by stigmatizing the welfare 
recipient. Since the recipient is unworthy of protection, the welfare 
agency is given great power over the personal affairs of the recipi- 
ent and his family. From this powerless position, the recipient 
must accept whatever interference the government agencies under- 
take. Consequentlv, most welfare recipients would rather not be on 
welfare; but they nave no better option.^* 

What is the consequence of this welfare model for projects? 
People on welfare find little benefit to having just enough income 
to become ineligible for welfare. One must have a program that 



'^ThiB theory is iHastrated the Reagan administration's approach to reducing welfare ex- 
penditures The eligibility of the working poor, those with enough skill to find a job, is reduced, 
while a "wfety net" is supposed to remain in place for those without income Consequently, 
many of the working poor have to reconsider their decision to work. Since working causes a 
reduction of welfare, some economists have pointed out that the working poor have large "effec- 
tive" taxes on their wage income. 
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moves people well above the welfare system. If the prospect is that 
the increase in income is small, it would be reasonable for the wel- 
fare recipients to regard the program with suspicion and to ofTer 
little cooperation. The reasonable welfare recipient should require 
that programs to help him out of welfars should offer a realistic 
chance of success. Success should be defmed as a secure life well 
above the welfare eligibility level. 

One can imagine ingredients of an unwise program. It gives wel- 
fare recipients enough wealth or income to remove them from the 
welfare rolls, Hut then fails, putting them back on. The net effect 
on their income over a period may be negative if welfare eligibility 
is difficult to obtain for a period after it is lost. 

Further, failure will be used to justify permanent stigmatization 
of an individual or a community as permanent welfare recipients. 
Hius, some observers suspect that those who run welfare programs 
discourage successful escape from welfare by their clients. This has 
been said of the BIA, certainly, and also of other welfare programs. 

The incentives of such a system discourage accumulation of 
assets, since asset ownership reduces welfare eligibility. These in- 
centives also discourage work, since the loss of welfare acts as a tax 
on work. Since the economic incentives of welfare are anti-work 
and anti-saving, society offers non-economic mechanisms to keep 
the welfare rolls small, and to get people back to work. If this 
model applies to Indian reservations, it may provide some insight 
into Indians' response to programs which ostensibly benefit them. 

A reservation that is tightly in the grip of a welfare situation 
may require many related projects in order to move the population 
far away from the welfare margin. The danger of failure may make 
the people of the reservation uninterested in projects which have 
prospects for only marginal returns. 

D. PATRON-CUENT POLITICS 

Robert McLaughlin suggests that patron-client political systems 
in Indian communities may present obstacles to the success of 
projects and to economic development generally. . Ince the poten- 
tial for patron-client relations is great on Indian reservations, this 
source of problems could be important. On the other hand, strong 
patron-client ties may themselves not be an obstacle. The problems 
may arise from the goals pursued by patrons, which are partly de- 
termined by structural factors on reservations. For instance, some 
tribal leaders at present may pursue grants or contracts with the 
federal government as a means to provide jobs for their friends. 
The work done with the grant may or may not be beneficial to the 
whole community. This behavior can be criticized; but the cause of 
the problem may not be the close ties between a patron and his cli- 
ents; it may lie instead with the federal policy of self-determination 
through contracting. With a different set of choices, patrons and 
their clients might pursue other more productive goals. 

A ''patron-client system" is a political or social institution which 
is characterized by many r^^tron-client relationships. A "patron- 
client relationship hes the following characteristics. First, it is a 
direct, personal tie between two persons. Second, th'^re is a differ- 
ence in the relative power positions of the two; the patron is the 
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verson with the greater power. Third, there is an e xchange be- 
tween the two persons. Lsually, the pctron provides material goods 
or income to the client, while the client provides support (such as 
in an electoral system) or gratitu^^- Fourth, the relationship per- 
sists c er time; as a result, ea^n person builds up expectations 
about the behavior of the other, and these expectations can become 
duties. These four characteristics are all needed for a relationship 
to be described as a "patron-client" relationship. 

Four possible areas of the development of patron-client systems 
are: electo/al politics, colonial situations, welfare delivery, and bu- 
reaucracies. Thv potential for development of patron-clientism 
exists in each of these areras. Whether or not such a system devel- 
op? depends on circumstaixes and upon the choices made by poten- 
tial patrons and c'ients. 

For instance, in a patron-client electoral system, support for par- 
ticular leac^'^rs is based upon the delivery of goods or income direct- 
ly to clients by the patrons. Leaders who suxessfully gain office 
provide jobs to their followers. Each politician will be identified 
with a faction. The supporters of such politicians ha^^e patron- 
client relationships with him. They may also have kinship or other 
relationships with him which reinforce th^ personal nature of the 
patron-client tie. His success in an elect" r is expect to be fol- 
lowed by provision of patronage to his clients. The patronage usual- 
ly takes the form of government jobs, but it may also be delivery of 
government services. Some non-anglo ethnic groups in American 
cities constructed political machines using patron-client ties. There 
is a considerable literature describing the operation of these sys- 
tems. The anglo value involves an appeal to the idea of "common 
g od." Politicians are supposed to support policies that have their 
effect in an impersonal rather than a personal way. Ther<jfore, th 
bDss" system of city management is often criticized for using im- 
proper techniques. It is too perr mal. But many do recognize that 
ef*'ective practitioners of this method do provide a way to effective- 
ly run a city.^® 

A patron-client system can develop in colonial situations because 
of the differential power relations between the external colonial 
power an ' ^he domestic political leadrrs. Although they cannot be 
independent, by cooperating with the colonial authorities, local 
politicians can obtam needed results from the colonial patrons. A 
network of patron-viient relations can develop. The distinguishing 
feature of colonial power relations is that the clients havo less 
power relative to the patrons than in electoral systems. The patron 
needs votes in electoral systems; therefore, the redistributive 
nature of the electoial system is probably greater than the colonial 



'*The book, Friends, Follou^en, and Fact ons A Reader in Polutcal ClienteJ . (Schmidt, 
Oi'asti, Lande, and Scat, 1977), provides a useful rollection of theory and case at' s on pa*ron- 
clientehsm 

* A distinction must be made P party orga nization which supports candidates and delivers 
votes for them may also deliver se vices and jobs to its memh-rs when its candidates win elec* 
tions If pe. jnal loyalties are much less important thai, loyalty to the party as an institution, 
then an electoral system made up of one or more such parties is not a patron-client electoral 
system Politicims in electoral system can obtain support other ways In presidential elections, 
television advervising is a way in which candidates appeal to voters, by cfescribing the policies 
which they will follow President Reagan promised a tax cut, and delivered The tie between 
him and h. supporters in regards to ♦hat goal /as not the tie of a patron to his client 
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one. Elections force patrons to compete and to deliver to potential 
clients. 

A welfare system could become a patron-client system if patron- 
client relations develop between social workers or program admin 
istrators and clients. The welfare recipients are potential "clients" 
and the welfare workers, representing society, are potential "pa- 
trons." 

Patron-client relations can also occur in bureaucracies. "Old boy 
networks," if they are characterized by patron-client ties, can de- 
velop into patron-client systems. The patrons are the higher-level 
*^'ireaucrats who provide good jobs ar d other benefits to their cli- 
ents. In ' eturn, the bureaucratic patrons obtain loyalty from their 
foUower.j. A system of competing groups can develop, in which the 
various patrons maneuver for advantage in the bureaucratic heir- 
. rchy. The existence of regional offices of relatively equal power in 

. bureaucracy, as in the BJA, probably encourages such factional 

le'/e^opment. 

In Indian affairs, all four of these arenas exist for the develop- 
ment of patron-client systems In the welfare system, we have de- 
livery of services;, directly to clients, through AFDC, food stamps, 
BIA programs, and the other locally-based formj of assistances. 
Being personal and regulated by eligibility rules, these welfare pro- 
grams are not as susceptible to patronage as the program assist- 
ar such as EDA grants, HUD housing, and other community 
seivice subsidies. The local offices of such programs can each 
become the basis of action foi patrons operating within the tribal 
community. Follower? of these patrons would obtain jobs adminis- 
tering the programs and receiving benefits from the programs. The 
programs at the federal level are supposed to operate through ob- 
jective rules to be followed in the allocation of benefits; if these 
rules prevail, this type of welfare patronage may not develop. 
Patron-cllcnls ties may dominate, howevf Perhaps on some reser- 
vations intense competition rather than cooperation has developed 
among local program officers, em other political leaders have not 
been able to counteract the unfortunate factional conflict with re- 
sults. 

Within thr federal delivery system, the local head of a program 
can become a client of a member o^ the federal agency which sup- 
ports the progi-am. Thus, in relation to his clients, the reservation 
program manager is a p<\tron; in relation to the federal bureaucra- 
cy, he is a client. To the extent that federal money js distributed 
based upon personal connections rather than objective criteria, the 
potential for patron-client ties are greater. 

Thus. welfare system as a rource of patron-client * elation- 
ships C01 be important on Indian reservations. Another source is 
the asymmetric power structure of a "colonial" situation. For in- 
stance, the Bureau of Indian Affairs exorcises the Interior Secre- 
tary's trust responsibility over individually and tribally held trust 
land. Both of these ofl'er the potential for the local superintendent 
to develop a set of patron-client ties.*^ 



" 1 recall being surprised upon hearing some older Ltdians on my reservation speak of cer- 
tain Indian agents with fondness They recalled obtaining per capita payments and other assist- 

Continued 
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Regarding the management of tribal land, the relationships 
among superintendents, elected tribal officials, and tribal members 
is potentially much more complex than that between agents and al- 
lottees. Part of the relationship stems from colonial powers held by 
the local superintendent. The concept of ''trust tribal land" dates 
from the Collier era, which also was the origin of the Indian Reor- 
ganization Act. Elected tribal councils obtain some influence over 
the use of tribal land. But they usually must obtain the approval of 
the local BIA office for their actions. Perhaps in some circum- 
stances the local superintendent can become a patron of particular 
politicians, allowing them to provide support for their clients while 
obtaining cooperation in return. Such tribal councilmen would 
become patrons of their faction, and clients of the superintendent. 
The structural basis exists for such a pattern. Perhaps some of the 
complaints about IRA governments is evidence that just such sys- 
tems have developed on some reservations. 

Gary Anders (1980) points out that the colonial context and the 
welfare svstem together "has, over time, given rise to a structure 
of dependency through the formation of a comprador Indian elite 
and . . . these groups now condition the development alternatives 
open tv the tribes." In one case, a "small ruling class has been able 
to effectively gain control over the tribe's resource base and trans- 
form the formerly self-sufficient . . . tubal economy into one which 
13 completely oriented towards using the existence of Indian pover- 
ty as a means of securing lucrative government anti-poverty grants 
that eventually wind up in the hands of the local white contrac- 
tors, merchants, and businessmen." Consequently, types of change 
that appear to challenge the ruling elite are opposed by them. 

It is quite believable that everyone on a reservation might come 
to believe that only patron-client clusters can obtain any benefits, 
either on a reservation or within the Bureau of Indian Affairs. In- 
dians and federal officials would come to share a similar political 
culture, in which reward is associated with successful c :tion as a 
patron in serving followeis, or as a follower giving support and loy- 
alty to a patron. An electorally-based patron -client system can de- 
velop without cooperation from or manipulation by the local agent. 
A ruling coalition of tribal politicians could support their followers 
by opposing rather than by cooperating with the local superintend- 
ent. Individuals may find themselves as patrons in certain contexts 
and clieuts in others. 

Is pervasiveness of patron-clientelism a good or a bad thing? Al- 
though some may unequivocally say, "It's bad," there is reason to 
equivocate. For the people concerned, is there a better alternative? 
One would rather have some friends and supporters than none. 
Certainly the level of uncertainty in Indian affairs is high. One 
does not know how long a program will last. Things are done arbi- 



ance from agento active during the application of the allotment policy. How strange that the 
administrators of allotment would be recalled warmly' This could be the rescue of a patron- 
client relationship, since the Indian agent had been in a very superior power position, it may 
have boen reasonable for allottees to treat him as a fatherly "patron** rather than as an antago- 
nistic "a^ent It would be easier also for the Pgent to regard himself in a paternal rather than 
an exploitative position Thus the Indian would obtain slightly betver decisions than could be 
obtained by outright opposition I also recall that several of the older superintendents I have 
met seem to be friendly, open, ^andfatherly types— hardly the ogres one might think from the 
popular view of the BIA Thw is consistent with their operating as "patrons" on a reservation 
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trarily. To the extent that there are objective standards, they are 
inconsistent. Further, they are seldom followed. Perhaps this is 
overstating the situation, but many might agree that uncertainty is 
pervasive in Indian alTairs. In such an environment, individuals 
need allies that will provide long term cooperation whatever the 
particular circumstances. The trust that is built up rmong a fac- 
tion and its leader may be one of the few sources of certainty and 
effective action in an otherwise thoroughly unpredictable oituation. 

What, then, is the implication of patron-clientelism for produc- 
tive projects'^ Must p&tron client relations be attacked and trans- 
formed, or can they be used to enh<ince the success of projects? 

One argument against the value of patron-client ties in projects 
goes as follows. Patrons such as trllal councilmen or federal offi- 
cials must provide jobs ^^ their clients. Therefore, any project will 
be forced to employ as many people as possible, and probably more 
people than can be employed and still make a profit. The rule is 
Maximize the number of jobs!" This objective can be found in 25 
CFR § 80.8, in the regulations for Indian business development, as 
follows: 

§i 0,8 Priority Criteria 

The following priority will be used in selecting economic 
enterprises for grant funding: 

(a) First priority. First priority will be given to economic 
enterprises located on a reservation that will: 

(1) Utilize Indian resources, both natural and human. 

(2) Create the highest ratio of Indian jobs to the total 
amount ci dollars to be invested, including market value 
of materials and equipment contributed to the project. 

(3) Create the highest ratio of income to a tribe or its 
members in relation to the total amoun of dollars to be 
invested, including market value of materials and equip- 
ment contributed to the project. 

(4) Generate the most non-Bureau financing. 

The shortsightedness of the regulation is part of the problem. 
The BIA says it jud^ a project on the "number of jobs provided." 
Over what time period? Are these one-year, two-year or ten-year 
jobs? Given the uncertainty which affects patron-client systems, a 
patron perhaps has fulfilled his obligation when he provides a job 
in an unprofitable project. But would he not obtain even more sup- 
port if he provides permanent employment? Perhaps the bureau- 
crat, looking to prove success during a particular fiscal year, would 
rank permanent and temporary jobs provided as equal. But a tribal 
politician might be aided by the provision of permanent jobs i a 
profitable enterprise rather than temporary jobs in an unprofitable 
one. 

On a reservation with substantial unemployment, there is no 
necessary inconsistency between patron-client goals and the goals 
of social profitability. Perhaps the strategy for a Development Fi- 
nance Institution would be to develop criteJa which distinguish 
projects according to the extent to which they operate to transform 
a patron-client s^^t'^m fiom a short-term to a long-term attitude. 
There are other valuable things for patrons to deliver to tribal 
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members besides jobs: protection of land, control over the education 
01 children, and the independence of tribal government lor federal 
pressure and control. 



E. COMMON PROPERTY 

Land tenure is one of the most complicated institutional issues 
attecting economic development on Indian reservations. In spite of 
this, there are very few studies of the impact of land tenure svs- 
tems on economic activity Pt the present time on reservations^ » 
bome major issues have been identified: fractionated heirship on al- 
lotted reservations, extensive leasing of both tnbal and allotted 
land to non-lndians, overgrazing and other types of overuse on land 
with open access, and acr . as to water. 

Although a full treatment of obstacles to development eminating 
trom land tenure questions would be useful, such a large study is 
not appropriate in this work. But the topic cannot be ignored. This 
section deals with one of the most important land tenure issues: 
Ihe practice of offering Indians a choice between one of two unac- 
ceptable options, private property or open-access management. 
Many ol the present and tenure problems on reservations result 
trom attempted or successful imposition of one or the other of 
these two systems. The obstacle here is conceptual. Alternatives to 
these two options need to be developed or recognized. This section 
only explains the objections to these options. It does not investigate 
alternatives. 

Open-access management of a r'isource gives everyone free and 
unrestricted access to it. Private property management of a • > 
source divides it up and gives owners private and exclusive use of 
their share. TIntil recently, these have been the only two methods 
ot managing land in the United States. And at a conceptual level, 
t-hese are the only two methods that can be imagined by most 
Americans. 

The objection to open-access management Is that it leaus to ex- 
cessive use and even destruction of a resource. An examination of 
American history suggests that many resources in the United 
btates have been destroyed through overhunting: coastal I'lshing 
grounds, the buffalo, the passenger pigeon are all examples. Most 
state governments have instituted some methods of control which 
limit free and open access to fish and wildlife by hunters in order 
to forestall the consequences. Although these necessary policies 
represent f'. jartures from pure open-access management and are 
not privat property systems, it conceptual domination of the two 
extremes remains. 

Indians have a particular and perha^ unique objection to pri- 
vate property systems: his orically, such systems have accompanied 
the dispossession of Indians from their land. There are also other 
problems with pure private property systems. One is that land use 
18 not always independent; air and water pollution and communica- 
ble diseases cannot be handled with such a system. Another is that 

'• Imre Sftton lisU a number of case studies in his bibliography (Sutton. IflTfi. pp 80-88) Few 
ln/!^,r,hrilT'^*r' ^ "^^ technological or economic issues are explored 

ttu?e*'sVtutions veri t~> '^'"^ "'^^ <"> '"e Ltua. 
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inequality in wealth can develop and may not disappear. The 
Indian problem may be an example of this. 

Ironically, although there is very little evidence that Indians 
ever managed their resOvirces with open-access management, the 
typical justification for such dispossession is that they have done 
so. The following subsection reviews the historical experience of In- 
dians in order to illustrate their objections to private property 
management of their land. The subsequent subsection disrasses the 
pros and cons of open-access management at greater length. 

Common property and American Indian history 

The following section, a review of historical issues relating to the 
purported treatment of land as **common pioperty" by Indians, is 
not directly relevant to issues of project analysis. But since history 
is always relevant, this digression is worthwhile in further explain- 
ing the inevitability of misunderstanding between Indians and 
Whites on the subject of private and common property systems. 

Indian societies which did not have problems have sometimes 
been accused of having them. An example is Henry Dawes' charge 
that the Five Civilized Tribes in Oklahoma were not going to 
progress because they held their land m common. In 1885, he told 
the Lake Mohonk Conference: 

The head chief told us that there v.'as not a family in 
that whole Nation [one of the Five Civilized Tribes] that 
had not a home of its own. There was not a pauper in that 
Nation, and the Nation did not owe a dollar. It built its 
own Capitol . . . and it built its schools and its hospitals. 
Yet the defect of the system was apparent. They hc ' ^ got 
as far as the^ can go, because they own their U in 
common. It is Henry George's system, and under that 
thero is no enterprise to make your home any better than 
that of your neighbors. There is no selfishness, which is at 
the bottom of civilization. Till this people will consent to 
give up their lands, and divide them among their citii^^^ns 
so that each can own the land he cultivates, they will n^t 
make much more progress.'^ 

iJawes' opinion of the Cherokee land tenure system was untrue; 
but he used the common property analysis to justify allotment. 
Since allotment under the Dawes Act devastated the Indian h^nd 
base, Indians' response to a discussion of common property is 
aln*ost automatically conditioned by memories of the rhetoric used 
by proponents of allotment. Since most analysis of common proper- 
ty problems leads to a recommendation that a "private property" 
system be set up, Indians' suspicions have a reasonable basis. Leon- 
ard Carlson provides documentation of the effect of allotment or 
Indians in his book, Indians, Bureaucrats, and Land: The Dawes 
Act and the Decline of Indian Farming. 

Dawes' reference to an inconsistency between ''Henry George's 
system" and private property is analytically inco*-rect; one can 
have Henry George's system and have private property, as shown 
by local governments throughout the United States toaay. George 
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(1879) himself claimed no inconsistency between private property 
and his proposed tax system [p. 405]. The difference between 
today's property taxes and George's proposal is that George pro- 
posed a single tax at 100 percent of the value of site rent alone. Im- 
provements would not bt taxes. 

Dawes was probably also incorrect in his facts, for the Five Civil- 
ized Tribes, and the Cherokee in particular, were farmers. Crop- 
land was held for exclusive use by the individual. The Cherokee 
NaMon forbade individual Cherokee from selling land to outsiders; 
but this was a technique to preserve ter-^orial integrity rather 
than evidence that the Cherokee used land under a "common prop- 
erty" system. Under America's system of expansion, purchase of 
land by non-Indians reduces the tax base and jurisdiction of the 
Indian government. A purchase of land operates as a cession of sov- 
ereignty; therefore, tribal governments reasonably insisted that all 
sales have their approval. Such rvlzs dve not proof that Indians 
managed intemal property rights as common property systems. 
But the policy of the Cherokee to require that the ITation approve 
all sales has teen taken as evidence that Indians owned their land 
"in common" in the sonse that they practiced a cjmmon property 
system internally. This is an incorrect inference. 

Perhaps a charitable explanation for Dawes' statement is that he 
was merely repeating h standard line of the nineteenth century 
about Indians. People believed ther that Indians made inefficient 
use of wild resources because they lived from the hunt rather than 
from farming. Since evidence about actual Indian land manage- 
ment has not yet been assembled, the debate remains unresolved. 
Certainly in regards to management of fJsneries, the Indians of t'le 
Pacific Northwest did not destroy salmon runs by overfishing 
them. It is non-Indian society which has had difficulty efficiently 
managing the salmon fishery.^^ 

Thus, the historical problem in discussing private vs. common 
property systems is that Indians are suspicious of the private prop- 
erty language, and the common property language is associated 
with the nineteenth century ideology which was used to justify the 
taking of Indian land. Even clear evidence that Indians were 
making good use of the land, as reported by Dawes himself, was 
not enough to shake the grip of the ideology. Jennings (1976) ex- 
plains the colonial origins of the 19th century ideology that justi- 
fied the taking of land from Indians. 

Within White society, the invention of the concept of "private 
property" is believed to be one of the main causes of economic 
growth. Individualism and private property are intimately connect- 
ed. The rise of the bourgeoisie in England is often connected to the 
enclosing of common lands and the conversion of the "commons" 
into private property. This once done, the argument goes, social 
profit became positive and capital accumulation could occur. This 
ethnocentric theory of modem economic growth has been explaineid 
by Douglass North and Robert Thomas in The Rise of the Western 
World: A New Economic History. They summarize the argument as 
follows: 



See Crutchfield and Pontecorvo '1979) 
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Growth will simply not occur unless the existing eco- 
nomic organization is efficient. Individuals must be lured 
by incentives to undertake the socially desirable activities. 
Some mechanism must be devised to bring social and pri- 
vate rates of return into closer parity. Private benefits or 
costs are the gains or losses to an individual participant in 
any economic transaction. Social costs or benefits are those 
affecting the whole society. A discrepancy between private 
and social benefits or costs means that some third party or 
parties, without their consent, will receive some of the 
benefits or incur some of the costs. Such a difference 
occurs whenever property rights are poorly defined, or are 
not enforced. If the private costs exceed the private bene- 
fits, individuals ordinarily will not be willing to undertake 
the activity even though it is socially profitable.^* 

The body of their book illustrates ways in which the Netherlands 
and England managed to establish private property rights, while 
other countries such as Spain and France failed to do so. The argu- 
ment continues with the assertion that further development and ef- 
ficiency will follow if all instances of common property are reduced 
to private property.22 

One difficulty with this rosy explanation for economic develop- 
ment is that tiie enclosing of the common in England also accom- 
plished a transfer of property from those who could use the 
common to lords who obtain exclusive ownership to the land after 
the enclosures. No compensation was paid to those who lost their 
rights. 

Indians have come to be suspicious of private property systems, 
because the allotment policy was imposed on Indian reservations 
with a rallying cry that the virtues of private ownership of land 
were going to be given to Indians. But Indians saw that their large 
land holdings were divided up among them using a small amount 
of land per family. The rest ot the bnd was then declared ''sur- 
plus" and transferred to non-Indians, usually through the home- 
steads. And individual Indians did not obtain control of their allot- 
ments. Nor were they able to use their allotments under a fair 
market system, for non-Indians sought ways to obtain the land 
cheaply. 

These points show that common property systems and private 
property systems have long histories. Indians wore not the first to 
find that a private property theory was used to take their land. 
English peasants had a similar experience. North and Thomas, and 
others subscribe to the theory that only private property rights are 
clearly defined. Others are vague, and for this reason inefficient. 
There is a common strand of thinking between the economists' ar- 
guments that private property is the key to growth and Senator 
Dawes' belief that "selfish ess" is the basis of civilization. There 
also are close ties to the non-Indians who regard Indian generosity 
as the key to failure by Indians in economic life. 
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This bundle of common analysis is all taken from people with 
the same cultural norms— individualism, private property, and so 
on. It is easy to label this analysis as ethnocentric, and thereby to 
dismiss it. A better route is to label it ethnocentric, and then un- 
derstand that such analysis might be correct within the society 
which spawns i: If a people can only operate on "selfish" motives, 
then that people had best arrange its institutions to accommodate 
those motives. 

One difficulty for Indians historically has been that Indians have 
been unable to exclude non-Indians from their land. Indian econo- 
mies in frontier conditions were often based to a great degree on 
resources which non-Indians treated as open access resources. For 
instance, hunting was an open access activity among colonists, as 
was fishing. As the colonies expanded, settlers placed heavy de- 
mands upon such open access resources, and Tndian economies suf- 
fered as a result. 

A consequence of the treatment of Indian resources as common 
property to settlers as well as Indians is that Indians have had to 
struggle with their non-Indian neighbors to establish the point that 
Indian property is not property open to all. A major impetus 
behind the formation of Montanans Opposed to Discrimination on 
the Flathead Indian Reservation occurred when the Confederated 
Salish and Kootenai Tribes instituted a permit system for access to 
tribal land. Non-Indians living near tribal trust land opposed 
paying even a nominal fee for recreational use of tribal land. They 
regar -ed such an exercise of tribal property rights as discrimina- 
tion against them. This attitude is a natural result of the historical 
treatment of Indian land as open access land on the frontier. 

The f-^eral government's conflict of interest in holding land **in 
^ruoc ' for Indians derives from the fact that the federal govern- 
ment is th? representative government of the settlers, not the 
Indian. This may not be the place to go into the reasons that the 
federal government took a preeminent role in the allocation o^ 
transfer of land from Indians to citizens of the United States. One 
major reason was to minimize litigation among non-Indians with 
competing claims; the non-Indian with the federally-approved deed 
owned the land, not the non Indian v. ho purchased from the 'true" 
Indian owner. Another reason to have federal approval of land 
transactions with Indians wa3 to keep peace with Indians. 

Common property as a current issue 

Economists describe a ''common property resource" as one in 
which large numbers of people or firms have free and open access. 
In addition, there are no regulations which limit any one person's 
amount of access. A separate idea is that of "communal land" or 
"community land," also described as "commons" and "common 
property." Many societies with such land do not manage it with a 
system of open access. Rights to use the land are limited, and com- 
plex institutions control the problems which can develop. Following 
American practice, economists often ignore the web of rules which 
a society uses, and assume that absence of European-type private 
property rights is evidence that open access is the management 
system in use. 
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Carlisle Ford Runge (1981) has provided an analytical review of 
the literature on this subject. He points out a mistake often made 
by advocates of private exclusive property rights. Such advocates 
tend to ignore the possibility that communities can solve the 
"common property resource" problem without use of private prop- 
erty systems. Such advocates reduce a choice among three options 
(open access, common property, private pioperty) to a choice be- 
tween two (open ajcess, private property). He summarizes his argu- 
ment as follows: 

Some economists argue that the proper solution for 
overgrazing a common range is to internalize its costs by 
making the public aspects of the range private. Instituting 
a scheme of such rights, if they are properly enforced, will 
create a market in the private rights to graze. This ap- 
proach has led Demsetz, among others (Cheung, North and 
TTiomas, Furubotn and Pejovich) to argue that the mere 
existen'*^ of common property rights over a scarce resource 
will lead to a tragedy of the commons because of the fail- 
ure to internalize the social costs of grazing the last head 
of cattle. They argrae that the enforcement of private use- 
rights to t'^e resource will yield *iternal costs to each user 
equal to benefits in toVxl and at *^he margin. 

There are three things wrong with the analysis. First, 
it does not distinguish between situations of open access 
(in which the main difficulty is unrestricted entry) and 
those of common property. This view implies the inevitable 
overexploitation of common property, an historically false 
position (Dahlman, 1980). Second, it treats the common 
property externality as if each individual's choices are in- 
dependent of their expectation of others' choices. Thus, 
cost functions for each cattle owner are assumed separable 
in their arguments. Third, and most important, because in- 
dividuals are assumed to act independently, the property 
rights paradigm abstracts from the crucial problem of each 
person s uncertainty about the actions of others. 

Runge goes on to explain all three errors. The first one is dealt 
with by citing examples of communities which have managed 
common property without incurring the problems which Demsetz 
and others predict. The second and third are analytical ones which 
explain the mistakes made by the advocates of exclusive private 
property rights. He points out that the nature of the interdepend- 
ence among the potential users of a common property resource is 
more complex than Demsetz and others assume. Each user cannot 
determine his best strategy— i.e., thr umber of cattle to graze- 
without knowing what other users will do. The private property ad- 
vocates tend to assume that each user's decision is easy to deter- 
mine. 

Runge also suggests that observed overgrazing problems among 
traditional grazing communities occurs when the communities' in- 
stitutions fall apart, due to excessive population growth, technologi- 
cal change, or changes m climate rolitical action by outsiders in 
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a colonial context, as well as competition with immigrants, could 
also account for observed overgrazing problems. Therefore, over- 
grazing itself is not evidence that functioning common property in- 
stitutions fail to manage the resource correctly. 

This is the context in which to interpret the contribution of the 
two articles by '^hnson and Libecap.^* They point out the results 
ot range management on Indian reservations in which the colonial 
context— regulation by the BIA— has limited the ability of users oi 
the i-ange to develop acceptable common property arrangements. 

Johnson and Libecap have two separate but related arguments. 
The first is that the grazing land on tho Navajo Indian Reservation 
IS presently managed as an open-access system. More on this below. 
Ihe second is that the methods followed by the Bureau of Indian 
Affairs in trying to improve range management systems ou Indian 
reservations in the Southwest have not succeeded because vhe per- 
ceived nghts of those using tribal range lands were not dealt with. 
Included lu the list of reservations for which the Bureau failed to 
deal with overgrazing is the Navajo experience. 

Consider the management problem facing an Indian tribe on an 
established reservation. What kind of property rights system devel- 
ops on tribal land on a reservation after the federal government 
has agreed to the boundaries of the reservation? It appears that 
some members of the tribes establish herds and become users of 
the range. A problem arises once the herds grow large enough to 
strain the capacity of the range. How is the problem to be solved'^ 
We must note that the lai^ge herd owners will be among the well- 
to-do on the reservation. We do not know to what extent tradition- 
al demands on the rich in a tribe cause them to redistribute their 
wealth. 

One solution would be for the political leaders of the tribe to ar- 
range a management system of by mediating disputes among the 
ranchers and envious members of the tribe. But the history of 
Indian land tells us that few tribal leaders would be able to ar- 
range matters without interference from the agent or the superin- 
tendent. At the end of the nineteenth century, there was not time 
to work matters out because the allotment policy was hanging over 
all reservations. After the end of the allotment policy, the Indian 
Bureau had maintained a powerful position through use of the 
Indian Reorganization Act and no land management system could 
be arranged without its approval. 

Thus, on a reservation with substantial land holdings after the 
end ot the allotment policy, the Bureau would have to be consulted 
?u "iDi a'^^ ^^^^ tensure system. Libecap and Johnson assert that 
the BIA has not followed a policy which recognizes any right of 
large lierd-owners to compensation should a new range manage- 
ment system reduce their access to the range. 

The issue of increased transaction and political costs in- 
curred by go^ emmental agencies when prior claims are re- 
jected has received little attention from economists. This 
may be due to the frequent acceptance of existing arrange- 
ments by the U.S. Government in assigning formal rights. 

^* Libecap and Johnson (19S0) and Johnson and Libecnp (1980) 
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Conflict between squatters and the Government in the 
19th and early 20th centuries was largely avoided because 
the law recognized existing claims as valid. That occurred 
for mineral, agricultural and water claims on public land. 
In those three cases, the Federal Government gave occu- 
pants preferred status in granting formal (fee title) proper- 
ty rights. 

This pattern, though, has not been followed in U.S. 
Indian policy. At the present time the Federal Govern- 
ment holds title Indian land, and formal use rights, where 
they exist, are granted to individuals through the Bureau 
of Indian Affairs and local tribal councils. In assigning 
grazing rights, the BIA has emphasized the equal distribu- 
tion of tribal land. Tn the process it has rejected existing 
claims of large herders where they have been associated 
with severe overgrazing and where their holdings have 
been deemed unequal. Large herders have established in- 
formal control of range land on many southwestern reser- 
vations through prior appropriation and continued use. Ac- 
cordingly, the assignment of formal grazing rights by the 
Bureau of Indian Affairs with its equalitarian criteria has 
involved uncompensated reduction in the land holdings of 
large herders. Resistence and conflict have resulted, in- 
creasing the costs to the Bureau of erteblishing and enforc- 
ing formal rights structures. These higher costs have re- 
tarded the development of formal property rights to range 
land on reservations where prior claims have been consid- 
ered unequal. Their ateence has led to severe overgrazing 
and low livestock-based income.^^ 

Johnson and Libecap appear to feel the claim existing herders may 
have should either be recognized and transformed into ''formal 
rights structures" or compensation should be awarded. Since the 
land is tribal land, the Bureau feels such recognition is unwarrant- 
ed. Others, including some tribal members, may also not agree that 
such "preemption" of tribal land is a good policy.^® ^ 

Johnson and Libecap do not examine the Indians' prior property 
rights systems. Many of the examples in their comparative article 
are drawn from the rueblos, whose land holdings predate the Euro- 
pean presence in the Southwest. Perhaps use rights among the 
Pueblos have a more formal history than the BIA or Johnson and 
Libecap consider. 

Johnson ana Libecap are believers in the ultimate superiority of 
|. . ite property as a land tenure system. Tbey therefore err in 
failing to see virtues in alternatives, and in being willing to accept 
some of the questionable aspects of private property, particularly 
the injustice of the original allocation of property. 

While the economic analysis of overgrazing in their Navajo arti- 
cle may be quite reasonable and even correct, the policy recommen- 



" Johnson and Libecap ( 1980), p 333 . . 

A very larce controversy occurred in the United States over the practice of ''preemption in 
expansion of the frontier A preemptor was a settler who occupied land illegally prior to its 
being opened for settle.^ent. The controversial policy was to recognize such settlers as legal 
owners Johnson and Libecap seem to feel no controversy was involved 
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dation is net. It repeats the earlier error of the BIA in enforcing a 
technological solution without respect for the wisl js of the current 
users of the land and without consideration of other options. Libe- 
cap and Johnson (1980) examine the evidence and reach the conclu- 
sion that the Navajo range is once again overstocked and over- 
grazed. It had been in that condition in t) e 1920's; the BIA con- 
ducted a stock reduction problem in the 1030's that was much dis- 
liked by the Navajos. The authors review that history, and con- 
elude that the consequence of the experien-^e was to make it diffi- 
cult for the tribal government to regulate ovtiyazing when it took 
the function from the Bureau. Their argument is a standard one 
for present-day advocates of private property systems. It has an 
extra twist, namely that the presence of small herds increases the 
costs of enforcing exclusive use. This fact increases the problems 
created by the forced reduction, which reduced large herds more 
than it reduced small cnes. As Spicer pointed out in 1952, the use 
of force to change the p operty system of a large group of people 
can cancel any beneficial effects that the chancre may have for 
technological reasons. The grazing of sheep was the primary source 
of income for the Navajo in the 1930's. The program merely re- 
duced the number of sheep on the range; there was no attempt to 
provide substitute income sources. 

What is the proper strategy in managing the Navajo Range? 
They assume that fences is what would be required to enforce pri- 
vate property rights, and further argue that large units would be 
needed in order to reduce the costs of fencing the land, managing 
the herds, and hairing access to water. They seem to be arguing 
that the many small herders should be removed from the range, 
with large herders taking over. Although the problem is complex, 
surely repetition of earlier mistakes should be avoided. Further, 
non private-property management systems should be consider-*!. 

What are the implications of this discussion of common property 
for project analysis? There seem to be at least thret lessons. First, 
there is the negative implication from economic theory, as ex- 
plained by Runge: private property rights are only one of several 
means of managing a community's land. Other rules can be and 
have been used. 

The second lesson is that private property rights will not be pop- 
ular with Indians. Thus, it is fortunate that options exist. Despite 
Senator Dawes' claim about progress, Indians have found that pri- 
vate property systems were set up in a way that lead to the trans- 
fer of land from Indians to non-Indians. In addition, evidence exists 
that some Indian tribes preferred to spread the benefits of the land 
more evenly that occurs under private property systems. Also, cur- 
rent federal law makes tribal land common property, and that fact 
must be dealt with. 

The third lesson is that complicated land-use arrangements prob- 
ably need to be worked out for many projects. First impressions of 
land tenure situations will probably lead to an opt...iistic view of 
the ease of solving them; but the conflicting interests of the BIA as 
trustee and various factions in a tribe surely cani-^ot make land 
policy easy. In addition, historical experience makes Indians suspi- 
cious of che schemes that most non-Indians think of first, namely 
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private property systems, ^uch systems have been set up unfairly 
and with force. 

F. TRANSACTION COSTS 

One factor that may inhibit establishment of Indian enterprises 
on Indian reservations is high costs of organizing and conducting 
business. For instance, the process of leasing land for a tribal 
member can be full of many delays as he obtains approval from the 
tribal council and the BIA. These are '^transaction costs"— the 
costs of finding workers, capital, land, purchasers for products, and 
materials to use. These transaction costs can sometimes overwhelm 
small enterprises. One of the complaints about the recent increase 
in regulation oy the federal government— for the environment, for 
affirmative action, for worker safety, for consumer health — is that 
these regulations increase the cost of doing Dusiness. Part of the 
extra cost ^ the purchase of better equipment, the use of more ex- 
pensive techniques. Another part is the filing of forms for govern- 
ment approval. That part is an increase in transaction costs. Every 
business must deal with transaction costs; cities have zoning laws, 
there are liability issues that require insurance, sometimes bills 
must be collected through use of lawyers or collection agencies. 

Such costs are often overlooked; but they can become burden- 
some. If a firm is in a competitive field, with no advantages of loca- 
tion or special access to inputs, nn incre^^e in transaction costs can 
divert resources from the production of goods or services, threaten- 
ing profits. 

This section will discuss some of the ways in which transaction 
costs might be greater because of the special position of Indian res- 
ervations in the American political system. The focus is upor those 
transaction costs which are caused by the BIA and by jurisdictional 
problems between state and tribal governments. Some other issues 
can be examined from the point of view of transactions costs. The 
problem of common property is classified by many as a topic within 
the field of transaction costs, because the problem of open-access 
can be seen as an example of high costs of communication among 
the users of an open-access resource. The problem of federal con- 
flicts of ir ^erest is a transaction cost issue. For instance, if water 
rights are in dispute, the transaction costs of acquiring water is 
very high— especially if the competing user is a federal water 
project. But these extreme examples will not be included here. 

It is convenient when discussing transaction costs to distinguish 
three aspects of a transaction: (1) collecting information, (2) negoti- 
ating agreements, and (3) enforcing agreements. One then discusses 
the Arays in which the BIA and jurisdictional conflict increases the 
costs of each of these parts of a transaction. 

These costs are most evident in factor markets. The ranking 
seems to be that transaction costs are very high when Indians defid 
in the land market, less high in the capital market, and less high 
still in the labor market. 'iTiese qualitative judgments will be de- 
fended in this section by examining the legal environment in which 
Indians do business. Unfortunately, few data are available to deter- 
mine if the costs identified here are significantly greater than simi- 
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lar costs for other entrepreneurs. The ^'ollowing discussioi: is orga- 
nized by type of market, beginning with the land market. 

The land market 

Tribal governments and the enterprises which they create face 
extra transaction costs of all three types in land markets. Tribes 
must bear two types of information costs which are greater than 
those borne by normal landowners in the United States. First, in- 
ventories aie uiider the control of the blA. Altl jugh the Bureau 
should be a source of subsidy for estimating the value of resources 
contained on Indian-owned land, the operative effect can be to 
raise barriers in obtaining resource surveys. For seismic explora- 
tion, for instance, a poorly written or P'^orly enforced contract can 
limit Indian access to key oil and gas uata. This could make it ex- 
pensive for Indians to obtain the information needed to develop th'^ 
resources at the best time for Indians. 

Second, the BIA's land records are in sorry shape in some parts 
of the country. "Land Records and Title Documents,*' 25 CFR § 120, 
is one of the shortest parts of the regulations, si^Tiiifying the small 
in.portance the Bureau gives the issue. Ti.is poor system of record- 
k<jeping compounds the difficulties caused by large amounts of land 
in heirship status. The dispersion of heirs makes it expensive to 
find the owners of allotments.^' This expense, in turn, makes use 
of heirship land more difficult. 

Negotiation costs are also higher than normal for tribal enter- 
prises. To acquire land, tribes '«t surmount high barriers if the 
desired land is held either in tee simple or in allotted status. The 
Bureau becomes involved in both cases. tril ^ may hold land in 
fee and pay taxes, although few tribes wish to do tha^ To place fee 
land back in trust requires thc^t the land not be encumbered and 
that the Bureau approve. To ^cquire allotted lana, the tribe must 
use the services of the Bureau to negotiate with the individual 
owners and to have the land appraised. Both steps can be ve y 
time-consuming. 

Once a tribe has the land to use, further extra negotiation costs 
exist because the Bureau must approve all used ot tribal land held 
in trust and because tribal Hnd is held in corim ^n by a tribe. It is 
difficult to identify the appropriate non-Indian institution with 
which to compare the Indian situation in oider to determine the 
magnitude oi the Bureau's impact. Corporations have an autocratic 
structure which does not compare to tribes. State and local govern- 
ments have representative m chanisms which may be more compa- 
rable. But such governments do not run businesses. The constitu- 
tional approach in the U.S. is for such governments to t* nsform 
state-held land into privately-held land The govern .nent partici- 
pates in the economic return to that land through properly taxes. 

Individual Indian entrepreneurs must deal wit!i both tribal and 
federal land-use regulation. On the Navajo reservation, fc-* in- 
stance, Reno describes the process as foliOws: 

Land can be obtained for a business site through proce- 
dures prescribed by the Tribe and the BIA. An applicant 
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for land on which to establish a business must first obtain 
the approval of th** chapter greizing committee and the 
consent of the recognized user. These approvals obtained, 
must work through a series of farther approvals by BIA, 
Pf^S, and tribal offices, covering various aspects of envi- 
roiiiiiental protection, business feasibility, legal compli- 
ance, and land use. The Advisorv Committee of the Tribal 
Council gives the final tnbal approval to these leases for 
land use; in addition, BIA approval is required on all land 
transactions. 

This process is lengthy and the applicant is bese*; with 
delays and frustrations. The procedure is therefore an ef- 
fective restraint on business development.^® 

Enforcement costs are high for Indians. In past years, though 
less at present, the federal government has freely taken Indian 
land with little or no payment. Elements of federal confiscation 
exist on some reservations even today; the re 'ent experiences with 
federal and state dantis are good examples. Trespass is another 
problem. Some neighlors of Indian reservations have difficultv dis- 
tinguishing between federal laxid and land held by the federal gov- 
ernment in trust for Indians. Nor does the federal government en- 
force the private rights of Indians over their land v ith the dili- 
gence stpte governments enforce the rights of other private laud 
ovmers. 

Protection against confiscation and trespass ariB only two of 
many types of enforcement costs. Once a tribe has signed a contact 
for the use of land, the enforcement of the terms of that contract 
are left to the BIA in the first instance. Tribes could take the other 
party into court on their own if the> wish. The case for h?gher 
than normal enforcement costs must rest on poor police action by 
the Bureau. News reports and hearings in 1980-1981 focused atten- 
tion on an example of this, irregularities in enforcement of oil and 
gas leases on the Wind River Reservation. 

Capital markets 

There is little additional expense for Indians in acquiring infor- 
mation about the sources and uses of capital. There are <>daitional 
costs, however, when Indians negotiate contracts for borrowing or 
lending capital and when they enforce those contracts. 

Tribal enterprise s face time delays, uncertainty of regulation, 
and out-of-pocket costs in capital markets because of BIA powers. 
As lenders, tribes need Bureau approval Oi major investment oi 
tribal funds.^® The history of poor portfolio management by the 
Bureau has been exposed in a series oi re^x)rts by the General Ac- 
counting Office [for instance, Con^ptrof er General of the U.S. 
(1972)]. The right of the Bureau to control tribal haryer^ of timber 
is another example of ^ndian weakness in controlling their own 
capital. As boi^owers, Indians also must acquire Enreau approval 
and mus^ negotiate with lenders in an envii nment of subsrantid 
uncertainty about what appiopriate contract clauses may b<i. 
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The negotiation proc.-ss must be influenced by the high costs 
which exist for enforcing credit contracts. These costs arise for two 
reasons. First, state jurisdiction over contracts is not available and 
no low-cost substitute appears to exist. 3' Indian governments could 
substitute! for this vacuum in civil enforcement law, but face high 
set-up costs due to their small scale. 

Of these costs faced by tribal enterprises, only the enforcement 
costs problem is serious for individual Indians. Federal approval 
Twwer over tribal contracts does not apply to the negotiation proc- 
ess tor individual Indians. They may face discrimination by banks, 
however, based on stereotypical views of Indian competence and be- 
cause of jurisdiction problems. 

The labor market 

^ie^ rates of unemployment among Indians seem to imply 
that they .ace high costs in finding employment. But it is difficult 
to Identify any legal biisis for such coses, There is evidence that 
some employers have stereotypical views, which would raise infor- 
mation and negotiation costs above that of whites. But it should 
not raise them above the costs borne by other nonwhites such as 
Blacks. Yet Indians have a higher rate of unemployment than do 
Blacks. The answer to this puzzle may lie in two areas. 

(1) High transaction costs in the land and capital market reduce 
uhe level of economic development on reser^rations, creating a local 
long-run problem of insufficient aggregate demand. Trpn- action 
costs are like tariffs in this context. The desire of Indians to 
remain on reservations rein.'orces this effect. 

Y^^^ transaction costs in the human capital 
mmKet. The federal government has interfered with the right of 
Indians to acquire the education they wish rather than the educa- 
tion desired for them by others, This lack of education and subse- 
quent training places Indian workers in a position similar to that 
°i o*"" low-skiUed indiv duals in the United States, who also have 
ditti 'It employment problems. Perhaps the costs facing those non- 
indi; n workers and the transaction costs facing Indian workers are 
v,.^ similar. Tne unemployment problem for Indians is actually a 
combination of an education problem and a problem of general eco- 
nomic development, with the second having the greater impact 

In conclusion, there are reasons to suspect that iiigher transac- 
tion costs affect tribal enterprise, individual enterprise, and wage 
work tor Indians. Such possibilities should be examined in evalua- 
tion of projects, particularly projects which involve small business 
activity by Ind.an entrepreneurs. More data :j netded before the 
quantitative significance of these considerations can be assessed. 

G. SAVINGS 

T!ie general impression among non-Indians is that Indians, 
either as individual or as a group, do not p/ovide sufficiently for 
the future. It is often further asserted that this failure to save is a 
cause of poverty. There is much evidence, however, to suggest that 
Indians care a great deal about the future of their communities 
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and their families. The firsc standard applied to tribal leaders is 
that they successfully protect the land against further transfer out 
of the community. Indians emphasize the provision of education for 
their children. One of the main unifying issues in pan-Indian poli- 
tics Ls that Indianb r.hould control the ^ucation of their children. 
The motivation is partly to protect Indian culture against non- 
Indian culture; but the greater motivation is to protect Indian stu- 
dents and to encourage their development. These two issues, the 
protection of the land and the protection of children could not be so 
important if Indians were unconcerned about the future. It is 
therefore paiadoxical that failure to save is widely regarded as 
both a fact and a problem in Indian economic development. 

The paradox is partly caused by the abundance of reasons for In- 
dians not to save. Indian generosity is said to decrease the desire to 
save. The constraints of a governmental welfare system is said to 
discourage accumulation of property. Patron-client electoral sys- 
tenis may encourage tribal voters to desire per capita distribution 
of judgment funds rather than tribal investment of such funds. Ex- 
ternal effects in the use of land due to open-access problems may 
reduce the incentive to maintain and to upgrade the quality of the 
land. Investment itself by a tribe might be seen as a common prop- 
erty resource, thus causing a free rider problem. Uncertainty about 
federal control over trust property may also induce Indians to 
invest less in trust resources; the reason is that suih investment 
would transfer income from full control by Indians to shared con- 
trol with the federal government. Finally, Indians are poor, and 
the rate of saving among the poor is widely believed to be lower 
than that of the rich. 

AH of these speculations require an answer to this question: How 
much do Indians now save? A search through a number of books on 
Indian economic conditions reveals no data on the question of sav- 
ings or savings rates. One study did report results of a survey; but 
two problems with the study mean that the numbers reported are 
not reliable enough to be quoted.^^ It is extremely difficult to 
obtain good data on the amount or the rate of saving of any popu- 
lation. Consider two approaches. One is the household survey; 
households are asked to report their income and the exp .^nditures 
during a specified period. If carefully done, such surveys can reveal 
much. But most communities greatly resist the invasion of privacy 
and the bother of filling out a complete expenditure survey. Since 
most families do not keep careful records of th^nr expenditures, 
recollection must be used; and the recollection of expenditures and 



^2 Kent ano Johnson (1976) report survey results from the Yankton Sioux Reservation Al* 
though theii da*" H'Cre based upon a sample survey, they did not provide the reader with es*! 
mated confidence intewals for the reported lesults A second problem is that they report 
"weighted" results (p 13) without explaining the weighing proceiure or sampling method used 
They do not indicate the frame which was used to draw the sam ile. Finally, their ouestionn'^ire 
asked for respondents to provide a percentage breakdown of th?ir expenditures The question- 
naire asked only for respondents to check one of five categories How the categories were trans* 
formed into point estimates in their tables 4 and 5 iS not explained The five categories w<»re 
these 0%, 1-10%, 10-2ft%, 25-50%, and over 50% Respondents were asked to check on^- of each 
of these for a total of 15 expenditure categories, whirh induced savings as a category If is diffi- 
cult to see I-jw such general data can provide the narrow estimates which the authors use in 
the body of the paper It seems possible for respondents to answer in a way that their estimated 
percentage** ^um to more than 100%, since the authors do n - explain how this possibility was 
avoided, the reader i& left wondering how valid the results are. 
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savings is itself subject to error. Although these problems can be 
overcome, well-done household surveys are expensive. Therefore, 
they are rare. 

A second source of data on savings is aggregate information on 
income and output— the national accounts of a country, a state, oi 
a community. In accounting studies, however, savings informatioa 
18 usually estimated as a residual— the difference between estimat- 
ed income and estimated expenditures. Consequently there is a 
high ;atio of error to truth in the savings figures. For underdevel- 
oped countries, the wise researcher averages several years' worth 
of data in order to attempt a correction for such error. One re- 
quires a complete und fairly accurate social accounting effort in 
order to provide a good estimate of savings. No complete set of ac- 
counts for aa Indian reservation is available at present. The con- 
clusion to reach i^ that we simply do not know what sa^dngs rates 
exist in Indian communities. 

A final question on the savings issue: Is it true that rich people 
became rich through saving, and poor people are poor becauee they 
did not save? Some rich people were lucky enough to find oil on 
their property, or to invent a useful gadget, or to be bom with a 
beautiful voice. Some poor people lost their property to a swindler 
(who is therefore rich), or became ill v/ith an expensive but not 
f adly disease, or simply were never lucky. Indians in particular 
iiad the bad ^uck of owning valuable property but being unable to 
defend it against a better armed and more numerous adversary. 

I^sster Thurow argues that many rich people became wealthy 
through luck. He offers this example of the process: 

... in the early 1950's, you might buve invested in a 
risk class of firms that included Xerox. In 1950 all of these 
firms would have looked alike and all would have had an 
equal expected rate of return. [Afterwards], some would 
have gone broke and disappeared, most would have earned 
the market rate of return, and a few, perhaps one, would 
have been an investment like Xerox. Those who owned 
shares in it became wealthy; they won the lottery.^a 

Large fortunes are created through such luck, the capital gain 
which occurs when the market orice of an investment rises up- 
wards ^ecause everyone realizes how much profit will be made in 
the fut re from the investmei.t. Evidence to support Thurow's ar- 
gument is provided by Robert Eisner. He recently estimated that 
between 1946 and 1977, tangible capital in the United States in- 
creased by $2,920 billion. Total net private domestic ii.vestment 
during th « period was $1,J^7? billion. Capital gains, wealth that 
?ame into existence by means other than by savings, accounted for 
more than one-half of all the increase in the value of wealth.^* 

In conclusion, low rates of savings, if they exist among Indians, 
are probably a relatively uiiimportant obstacle to economic devel- 
opment. No evidence is available to establish at what rates Indians 
do save. Given relatively low incomes, even high savings rates 
would not provide Indians mth much internally generated capital. 



"Thu/ow'1975), p 151 
E*8ner ( 1980), p 200 
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:i. A SUMMARY CHECKUST OF QUESTIONS 

This survey of possible sources oi obstacles to economic develop- 
ment cn Indian reservations does not yield a specific set of rules or 
guidelines to apply to the selection of p^-ojects. It gives instead a 
list of questions, a checklist of issues to examine. Although some of 
the obstacles can be significant, to be specific or dogmatic about 
them is both difficult and dangerous. The topics of this chapter are 
slippery. This conclusion to the chapter summarizes by listing ques- 
tions which can be used to start the process of considering institu- 
tional issues in particular cases. The importance of the answers 
will no doubt Vjiry greatly depending upon the particular Indian 
community. 

Authority 

Different cultures deal with authority in different ways. The text 
suggested two examples to show how Indian and non-Indian atti- 
tudes about proper exercise of authority may differ. Those exam- 
ples may have limited applicab?lity. They are examples of answers 
to cue following questions. 

# What ure the acceptable w ^ys for members for a community 
to exe^^cise authority over one another? 

# What are the acceptable ways for them to accept or gi\ di- 
rection to outsiders? 

# What methods do they like to use in obtaining consensus 
about the direction of change which the community may 
desire? 

Generosity 

Many Indian communities value equality. As a consequence, they 
share income, particularly when poverty is a problem. Although an 
ethic of generosity may not be an otetacle to general economic 
growth, it can be an obstacle to particular forms of business devel- 
opment. In considering a particular project, ask the following. 

# Will the project benefit only a few people in the community? 

# If it does benefit a few, how will those recipients respond to 
pressures from their nei^ bors*^ 

# Can the community as a hole share the benefits? 

# Does this project distribute new income in a manner satis- 
factory to the values of the community? 

Welfare 

The vulnerable position of welfare recipients requires that new 
sources of employment offer realistic long-term improvement in 
order to obtain the support of those on welfare. The following two 
questions suggest that high standards of social profitability be ap- 
plied when the beneficiaries of a project are trapped by the welfare 
system. 

# Is this source of employment permanent? 

# Is the real increase income sufficient to reward the former 
welfare recipients for the effort required of them? 
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Patron-client politics 

One of the most common recommendations about enterprise de- 
velopment on reservations is that politics be separated from busi- 
ness. But stating that as a goal is one thing; achieving it is an- 
other. If a reservation political system has become a patron-client 
system, then perhaps studying the network of patrons and clients 
can assise in detennining the viability of an institutional separa- 
tion of business enterprise from the patronage system. Alternative- 
ly, some patrons and their factions may become supporters of 
projects which benefit them. It m&y be necessary for all the power- 
ful political leaders to come to an agreement, or perhaps develop- 
ment can proceed without resolution o^ factional conflict. 

The section on patron-client politics should not leave the impres- 
sion that all political issues are patron-client issues. This is not the 
case. Some reservations have political systems in which the legiti- 
macy of the authority of tribal leaders is not based upon their abili- 
ty to deliver to their clients. For example, many Pueblo communi- 
ties retain their traditional political systems. Legitimacy is based 
on the historical experience that traditionally-selected leaders act 
in the community's interest. The following questions apply only fo 
situati<ms in which patron-client systems have come into existence. 

• How can this project be set up in a manner that insulates it 
from patronage pressures? 

• If the project will inevitably be drawn into a patronage situ- 
a ion, how can the rewards which patrons give their clients 
be formulated in a manner which is consistent with the long- 
teim success of the project? 

Common property 

The long section on common property problems focused upon 
problems which may occur because of the trust status of Indian 
land, particularly tribal trust land. First, open-access management 
IS a troublesome management system which can lead to wasteful 
use of land. An example is overgrazing. But Indians have good rea 
sons to be suspicious of private property systems as an alternative. 
Therefore, if an open-access situation is causing problems, solutions 
should be sought in other management systems which retain the 
^mmunity s ownership of the resource but which use it efficiently. 
The following questions might get at these issues, if a project in- 
volves changing land use. 

• What are the conflicting interests and opinions of the mem- 
bers of the tribe and the BIA in the land which will be used 
for the project? 

• If there is an open-access system in use, how will current 
users be compensated should a different system be imple- 
mented? ^ 

• If a proposed new system has been modeled upon a private 
property system, what are the guarantees that control of the 
land will remain with Indians? If these guarantees are good, 
will the community accept them in any event? 

• What management systems are available which are neither 
open-access nor private property but are reasonable? 
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Transaction costs 

The high costs of organizing and conducting business on Indian 
reservations needs to be taken into account. The main question is 
this: 

• Have the costs of conducting the needed transactions been 
realistically estimated? 

Since high transaction costs create problems, accurate foresight 
can perhaps lessen the impact. For instance, if delays in obtaining 
needed approvals will occur, then it would be wise to avoid commit- 
ting too mu^h capital before t>ie needed permission is granted. 

Low savings 

The main point of the section on saving was to argue that insuffi- 
ciency of savings ic, not a good explanation for Indian pov erty. Very 
little insi(;ht relevant to specific projects is gained from that gener- 
al discussion. Two points can be made, however: 

• Suppose a project is designer! in a manner which calk for 
earning to be reinvested in crder for the i>roject to expand. 
What of the other institutional obstacles might also be a po- 
tential obstacle to such reinv:«tment? 

• Suppose internally-generated capital is needed to some 
degree; to what extent are other institutional obstacles con- 
tributing to a low desire to save either by individuals or by 
the tribe? 

Conclusion 

As Albert Hirschman (1971) pointed out in another context, 
belief that obstacles to economic development are insurmountable 
is itself an obstrclc. One pu: .X)5e of this chapter is to show that not 
all of the alleg^d obstacles are such. Differences in values about 
the proper exercise of authority can be circumvented through insti- 
tutional innovation. Generosity can be used in a positive way once 
it is recognized. Patron-client politics are not necessarily bad. The 
impact of high transaction costs can be mitigated if they are fore- 
seen -accurately. To the extent that real obstacles are met and con- 
quered, further benefits can occur, since success in the face of stiff 
odds can lead to further success simply by improving one's self- 
image. Analysis of the feasibility and wisdom of particular develop- 
ment projects certainly needs to include examination of institution- 
al issues such as those raised here. Others also may be important. 
But recognition of such obstacles should be accompanied by a real- 
istic assessment of their significance and awareness that they often 
are less significant than they seem. 
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Chapter II— An Exampj^ of a System of Reservation Accounts 

In recent years, many have proposed iiat it would be useful to 
have accounts for Indian reservations that would be similar to the 
national accounts of the United States. In place of Gross National 
Product, for instance, one would have Gross Tribal Product. Sever- 
al reasons motivate these proposals. The economies of Indian reser- 
vations are felt to be structurally unusual. For instance, it is felt 
that the amount of leakages from the reservation economy may be 
higher than in other small regions. Th^ lack of developed banking 
a i capital market institutions means that the flow of funds 
among such institutions may be small. Dependency on intergovern- 
mental transfers may weaken individual or governmental decision- 
making. Although widely believed, most of these views are support- 
ed by weak evidence. It would be valuable to have some thorough 
studies which examine the structure of reservation economies and 
demonstrate whether these beliefs are correct. This chapter pre- 
sents a system of accounts which wili be used in Chapters 4 and 5 
to show the impact of a project on a reservation economy. 

Such a system of economic accounts would also allow us to 
record progress in achieving economic self-suPicieney. Baseline 
data is needed so that both tribal governments and the federal gov- 
ernment can measure changes in reservation economies. Among 
the goals of economic self sufficiency are the following: (1) less de- 
pendence on transfer payments to individuals and to governments, 
(2) a diversified and stable economic base, (3) fewer leakages and 
greater exports to the surrounding economy, and (4) maintenance 
or improvement in the qut:lity of income distribution among tribal 
members. 

What type of accounts are best suited to illustrate both the spe- 
cial characteristics of Indian reservations and to chart change? Be- 
cause economic structure is key, more is needed than a system of 
accounts like the GNP accounts used in the United States. Recent- 
ly, the World Bank has supported the construction of a "social ac- 
counting matrix" for each of a number countries. Such a matrix, 
called a SAM for short, is a large table ivhich reveals more about 
the structure of an economy than does a system oi national ac- 
counts. One part of a social accounting matrix contains the nation- 
al accounts. Another contains interindustry or input-output trans- 
actions. A third shows the flow of funds among institutions which 
participate in , saving and investing. A fourth records the distribu- 
tion of income among institutions. This chapter will explain how a 
social accounting matrix might look for a reservation and will 
show what uses it might serve. * 



* The original work on social account ng matrices occurred in Cambridge. England, under the 
direction of Richard A Stone Several chapters in Mathematics i.i the S^ycial S<tenrex and Other 
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This chapter is organized as follows: The next section introduces 
the idea of a social accounting matrix. The subsequent section pre- 
sents a 4 by 4 example of a social accounting matrix. This is the 
smallest version of a SAM; it serves to give a picture of the 
"forest." After describing the 4 by 4 example, a number of ways to 
describe the structure of an economy are presented using measures 
of dependence and interdependence from the data in the SAJ^. 
Then, the 10 by 10 example is described and examined. It gives a 
picture of "stands" in the "forest." This example also can give 
measures of the structure of an economy. The 20 by 20 example is 
described next, revealing a few trees. It is consistent with the 10 by 
10 version, and provides greater detail. 

The numbers in these examples are purely imaginary. The 20 by 
20 example was created with an attempt to be realistic but without 
data from any single reservation. The other two examples were de- 
rived from the 20 by 20 example by addition Oi related accounts. 

General description of a SAM.— A social accounting matrix takes 
receipts and expenditures of each part of a reservation economy 
and displays the exchanges among parts of the economy on a single 
table. Separate "accounts" are created for each part of the econo- 
my. Each entry in a social accounting matrix is an expenditure for 
one account and is simultaneously a receipt for another. For in- 
stance, households receive income when they work. Tlieir wages 
are an expenditure of their employer and are receipts for them. 
When households purchase something produced on a reservation, 
the purchase is a receipt by a firm and an expenditure by a house- 
hold. In the accounts, the purchase would show up on the account 
for firms as a receipt from the account for households. The SAM 
approach is highly flexible because there are many different ways 
to define accounts. The three examples presented here give an in- 
troduction to this flexibility. 

In setting up a SAM, accounts would be created for each major 
section of an economy. The SAM would then show the exchanges of 
money, labor, goods, services, and so forth among all sectors of the 
economy. Such a matrix would have structural features which 
would allow us to underst'^nd the driving forces of the reservation 
economy. For instance, what portion of the gross reservation prod- 
uct is accounted for by government purchases? How is investment 
financed? What is the pattern of transfer payments and taxes be- 
tween households and governments? Which productive activities on 
the reservation purchase inputs that are also produced on the rer- 
ervation? 

Many of these questions can be answered by separate analysis 
using just the relevant data for the question. But there is an ad- 
vantage to attempting to outline the entire pi';ture of expenditures 
and receipts of an economy throu i a single t^ble. Each entry has 



Essa\-s (19661 explain the basic principles In particular, the chapter "Multiple Classifications in 
Social Accounting' is useful One of Stone's students, Granam P^att, continued this work at the 
World Bank, enlisting many co-authors Summaries of this work \s available in G Pyatt and 
Jeffery Round and I found a seminar bv Jeffery Round at Harvard University to 

be very useful and have adapted his presentation of the SAM idea in this chapter Also, the 
World Bank has published a working paper, "What is a SAM** A La 'man s Guide to Social Ac- 
counting Matrices," by Benjamin King I would like to thank Karen Polenske for useful discus- 
sions on this topic 
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two possible sources, and entries can be checked against one an- 
other for consistency. Each transaction is recorded as an expendi- 
ture by the purchasing sector and as a receipt by the selling sector. 
This is an advantage when one sector does keep good records and 
another does not. The better source of data can be used. In addi- 
tion, some entries are not available but can be estimated by sub- 
traction from others. When the efforts has been made to assemble 
data from many sources, to check the data against each other, and 
to reconcile dinerences, the result is an internally consistent pic- 
ture of the reservation. This is superior to any partial account of 
the reservation economy. The improved quality of the data is well 
worth the additional work involved in assembling and reconciling 
data from different sources. 

In setting up a SAM, the analyst must decide the boundaries of 
the economy to be described by the matrix. Several options are 
available. Gross Reservation Product, GRP, would describe all eco- 
nomic activity within the boundaries of the reservation. This would 
include Indians and non-Indians alike. It corresponds to the idea of 
"Gross Domestic Product" in the terminology of the United Na- 
tions. A second option is "Gross Tribal Product." This would use 
the nationality of the person, firm, or government as the defining 
boundary. All tribal members, whether they reside off or on the 
reservation, would be included. This corresponds to the concept of 
"Gross National Product." Other options would be to do some 
clearly defined combination of these two. In the example to be pre- 
sent^ed below, I have in miud all resident Indians on a reservation. 
This is neither GRP nor GNP under the definitions just given. If I 
were to modify the example, I would move it towards the Gross 
Reservation Product definition, by including non-Indians resident 
on the reservation. 

The need for better statistics about Indian reservations has been 
recog!)i;»d by a number of different observers. In 1969, Stephen 
Langone of the Library of Congress proposed that data on each 
Indian tribe be collected in a handbook. His proposal was the first 
essay in the Joint Economic Committee's collection of articles titled 
Toward Economic Development for Native American Communities. 
In 1976, the General Accounting Office published a Gross Reserva- 
tion Product figure for the Fort Apache Indian Reservation. Re- 
cently, the Council of Energy Resource Tribes has begun a program 
to estimate GRP r'or a few reservations, with funding from the Ad- 
ministration for Native Americans. These are some of the propos- 
als and activities which have occurred on the subject of creating 
reservation accounts. 

Since Langone's proposal, more resources have been directed 
toward collecting data whith profiles reservations. In 1970, the 
Bureau of the Census redrew their enumeration districts so that 
they corresponded to the boundaries of Indian reservations. The 
Census Bureau published a special report on Indians using the data 
from the 1970 Ceasus. In h_^80, a special questionnaire for ludian 
reservations was u^ied to supplement the other questionnaires. 

Because of the recent offort *,f the Census Bureau, the job of set- 
ting up a social accounting matrix for a reservation will be easier 
than in prior years. In addition to the Census of Population, county 
data from othe^ censuses can be used to estimate sales, payrolls. 
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and inputs for many of the economic activities on a reservation. 
The data from the censuses of agriculture, manufactures, services, 
and wholesale and retail trade will be most useful for those reser- 
vationr whose boundaries approximate county boundaries. But data 
from censuses will not be enough. The input-output transactions of 
production activities on reservations would require separate inter- 
views with a sample of economic enterprises on the reservation. 
The accounts of the governments on a reservation would give im- 
portant information about the flow of funds for financing invest- 
ment. A household survey would be needed to determine patterns 
of consumption, saving, and the payment of taxes. 

In conclusion, several important benefits to a reservation follow 
from creation of a SAM. First, the tribal council and its staff can 
acquire a better understanding of the linkages between the econo- 
my of the reservation and that of the surrounding region. Second, 
special characteristics of the reservation economy will be apparent. 
Third, the impact of proposals for economic development can be 
analyzed using the SAM as a baseline. Without a picture of the 
present on a reservation, plans for the future are difficult to evalu- 
ate. 

A. A 4 BY 4 SOCIAL ACCOUNTING MATRIX 

Table SAM-1 gives the lists of sectors for each of the three exam- 
ples. The classification system is "nested;" each of the ten sectors 
in the second example fits into only one of the first example. Simi- 
larly, the twenty-account example is an elaboration of the ten-ac- 
count example. 

Tables SAM-2 through SAM-7 give a series of pictures of a 
social accounting matrix. Tables SAM-2, SAM-4, and SAM-6 use 
symbols as entries in the table, while Tables SAM-3, SAM-5, and 
SAM-7 present numbers. There are four main typ«es of accounts: 
production, institutions, capital, and rest-of-world. Each type is en- 
tered as one of the four accounts for this table. Each type of ac- 
count has many different classifications within it, wh'?h will be 
shown in the subsequent examples. 

For instance, production accounts might be agriculture, construc- 
tion, manufacturing, and services. All production on the reserva- 
tion would be classed into one of these production accounts. Exam- 
ples of the second type of account, institutions, are tribal enter- 
prises, Indian private enterprises, non-Indian enterprises, tribal 
government, other government, Indian households, and non-Indian 
households. Factors of production (land, labor, and capital) are ci^^s- 
sifi^d as institutions. Each of the institutions, except factors of pro- 
duction, can have a capital account. The rest-of-world account 
would have two parts: Exports and imports of goods and services, 
(the "current" account) and inflows and outflows of funds (the 
"capital") account. For the first example, all the entries in each 
type of account are added together to give the big picture. 
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Table SAM-1 



The Nestinq System for the Examples 



For Accounts 
•^Production 



Institutions 



Capital 



Ten Accounts 

Agrlcultu'^e 
All Other 



Imports 
Firms 

Households 
Government 

Labor 

Property 



Capital 



Twenty Accounts 

Agriculture 
Mining 

Manufacturing 

Housing 
Other 

Gov't Industry 
Imports 

Private Indian Firms 

Tribal Enterprises 

Households 

Feder 1 Government 

Tribal Government 

Labor 

Self -Employment 
Private Capital and Land 
Tribal Capital and Land 

Firms' Capital 
Households' Capital 
Governments' Capital 



Rest-of -World 



Rest-of-World 



Rest-of -World 
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Table SAH-2 
Final Entries fn a 4 by 4 SAM* Symbols 
EXPENDITURES 



Production Institutions Capital P:;,t-of -World Totals 



Production 



Institutions 



Capital 



Rest-of -World 



C + I + X 



Y + N 



S + F 



00 
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Final Entries in a 4 by 4 SAM: Numbers 
i$000's) 
EXPENDITURES 
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Institutions 


Capital 


kest-of -World 


Totals 
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1 
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26,300 
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41,163 
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E 


Institu\ions 


17,150 






15,400 


32,550 
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P 
T 


Capitu« 




' '50 




-2,150 


^,100 


S 


Rest-of-World 


r4,D13 

1 








24,013 




Totals 


4i,163 


32,550 


2,100 


24,013 
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Table SAM-4 

Intermediate Entries in a 4 by 4 SAM: Symbols 
EXPENDITURES 



Production institutions Capital Rest-of -World 
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Institutions 



Capita 



Rest Wciid 



lot) 



Tablp SAM-5 

Intel ii^diate Entries »n a 1 b 4 SAM- Numbers 
EXPENOITURtS 







ProduLwion 


Insti t'uttons 


Capital 


Rest-of-Wo. : • 
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Table SAK>6 



A' Entries In a 4 by 4 SAM: <iymbols 
EXPENOlTUnES 





Production 


Instit tions 


Capital 


Rpst-of'World 


Total 


Production 


A 


c 


1 


X 


A 4 C 4 I 4 X 


l"<;ti tut ions 


Y 


D 




n 


Y 4 0 4 K 


Capital 




S 


L 


r 


S 4 L 4 F 
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Totals 


A 4 Y 4 M 
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Table SAM>7 
All entries In a 4 by 4 SAM: V<umbers 



erJc 



($000's) 

EXPENniTURES 







Production 


Institutions 


Capi tal 


Rest-of-World 


Totals 




Production 


1.337 


28.300 
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10,763 


42.500 


E 
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it 

T 
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Each sector in the economy is listed once as a column heading 
and once as a row heading. Each entry in the matrix in an expend- 
iture by the sector in column heading a- \ a receipt by the sector in 
the row heading. For example, the first entry in the first row of 
Table SAM-2 is "C", representing consumption by institutions. 
Table SAM-3 shows that consumption totals $28,300,000. Consump- 
tion items are purchased by institutions from production. 

There are two types of entries: Final and intermediate. Final en- 
tries represent exchanges between two different types of accounts. 
For instance, the purchase of consumption from production by 
households is a final entry because one account is a production ac- 
count and the other is an institution account. An example of an in- 
termediate entry is the payment of income taxes by households. 
This is an exchange between two institutions and is classified as an 
intermediate entiy. 

The reason to distinguisl ^nal from intermediate entries is that 
interriieiiate entries "cancel out" when one looks at Gross Nation- 
al Product (in our case. Gross "resident Indians" Pxoduct). One 
does not want to double count some items when determining total 
value added on a reservation. Both types of entries are equally im- 
portant, however, in describing the structure of an economy. Inter- 
mediate entries are per laps more important than final ones in de- 
scribing the structure of an economy. It is convenient to make this 
distinction between final and intermediate entries because the dis- 
tinction relates the SAM to the more familiar categories of the Na- 
tional Income and Product Accounts of the United Sta tes. 

Using this distinction, we Ijegin to describe the 4 by 4 example by 
examining the final entries. Table SAM-2 gives the final entries in 
symbols, and Table SAM-3 gives numerical valur : to the entries. 
The first row shows sales by the product i sector of the economy. 
The first entry is "C" under the inr ation column, which is 
$28,300,000 in the numerical example. This represents the pur- 
chase of consumption goods by insti^ itions. All consumption by 
households is included in C; examples would be the purchase of 
food, clothing, gasoline, and so forth. Also included in C is the pur- 
chase of supplies and the hiring of people by governments. 

The second entry in the production row is "F* under the capital 
accounts. This represents all purchases of investment goods by in- 
stitutions on their capital accounts. For instance, the construction 
of a house is investment by a household. The build? ng of offices and 
manufacturin£ facilities is investment by firms. The building of 
roads, schools, and hospitals are examples of investment by govern- 
ments. These total $2,100,000 in the numerical example. 

The third entry in the first row is "X", under the rest-of-world 
column. This represent exports of goods and services from t\e res- 
ervation. If the reseivation produces timber and cattle, then oales 
of timber products to off-reservation purchasers is an example of 
exports from the timber production account. Sale of yearling calves 
would be exports from the agricultural sector. Exports total 
^10,763,000 in the numerical example. 

Now we turn to the first column, which gives the expenditures of 
the production accounts. There are two types of final expenditures. 
The first is the payment of income to institutions. This is repre- 
sented by a "Y** in the second row of the first column, which totals 
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$17,150,000. This is total Gross National or Gross Reservation Prod- 
uct. When activities use labor, they pay wages to someone in the 
group of institutions. Activities also pay rent to land and interest 
and profit to Cf*pital. A better name for Y is "value added". De- 
scribing income as value added emphasizes that production consists 
of taking inputs and transforming them into other goods, which 
become outputs. For instance, the food processing sector takes vege 
tables and cans and produces canned vegetables. The value of the 
canned vegetables is higher than that sum of the costs of the 
inputs. Value has been added, and the added value is used to pay 
land, labor, and capital for the work involved. 

The second final expenditure of production is the import of goods 
from outside the reservation. This is represented by an **M" in the 
fourth row of the first column, a total of $24,013,000. Since the sum 
of expenditures and receipts by each account must be equal, the 
first row sum, C + I + X, must equal the sum of the first column, 
which is Y + M. Readers familiar with the national accounts of 
the United States will recognize this equation as the main account- 
ing equation of the national accounts, which is usually written 
with imports moved to the '^ther side. The two versions of this 
equation are as follows: 

or. 

Written as sums of thousands of dollars, the first of these two equa- 
tions would look like th's: 

17,150+24 013=28,300+2,100 + 10,763 
And the second would read as follows: 

17,150 = 28,300 + 2,100+10,763 -24,013. 

The only difference from the usual statement of this equation is 
^h^t governmental purchase of consumption items are classified 
here as part of consumption, while governmental purchases of cap- 
ital goods are ciassifi^ as part of investment. The national ac- 
counts of the U.S. do not distinguish these two types of government 
expenditure. In introductory textbooks of economics the national 
income equation is written as follows: 

y=C+/+G+Jf-M 

The difference in our equation is that the term representing 
governments' purchases—is omitted and included in C and L 

The second of the four sectors in this example is institutions. 
Row 2 and column 2 present income and expenditure of institu- 
tions. There are two entries in the second row. The first is the 
income received by institutions as a whole for the employment of 
resources owned by them in production, Y. As was mentioned 
above, this includes wages, rent, interest on capital, and profit. The 
other entry is "N'' in the fourth column. Its numerical value is 
15,400 thousand dollars. This entry represents transfers of income 
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from sources off the reservation. Examples would be the receipt of 
social security payments by households, the receipt of funds to run 
ocal offices of the BIA and IHS, and the receipt of interest from 
savmgs in off-reservation banks. 

The second column gives the final expenditures of institutions. 
There are two types of these: Consumption, "C" in row one, and 
saving, "S" in row three. The equation which states that the row 
sum and the column sum must be equal reads as follows: 

In numbers, this equation reads: 

17,500+ 15,400=28,300+4,250 

Income plus transfers frcm the rest-of-world equals consumption 
plus savings. 

Suppose resident Indians number 10,000. Then two differeni per 
capita income figures are possible: (1) value added per capita, 
$1,715, and (2) value added plus transferr per capita, $3,255. These 
are two different concepts. The first is analogous to Gross National 
Product per capita in the United States. The second is close to the 
definition of family income used by the Census Bureau when re- 
porting Indiai. income every ten years. 

The reader may wonder about other expenditures of institutions. 
For instance, where does the payment of taxes go? The answer is 
that taxes go in the box at the inte;section of row 2 and column 2; 
they are a payment from one institution to another. Thciefore, 
they cancel each other out when we are considering "final" entries 
in the SA. 1. But they do belong in the matrix and will be discussed 
below under the category of ''intermediate payments/' 

We next examine the combined capital account of institutions, 
which is the third sector in the 4 by 4 example. Ihe receipts of the 
capital account are given in the third row. They are S'', savings, 
and "F , net borrowing by institutions from abroad. Th xpendi- 
tures of the capital account are investment onlv, represented by 
I in the first row of the third column. The equation for the cap- 
ital account is as follows: 

In numbers, this reads: 

4,250-2,150-2,100 

Saving plus capital outflow equals investment. In this example, 
there is a negative value for F. This means that those on the reser- 
vation invest more in off-reservation savings institutions than off- 
reservation people invest on the reservation. 

The final sector is the rest-of-world account. Each of the entries 
in row four anu column four have already been discussed. The re- 
ceipts of the rest-of-world sector are imports purchased by the pro- 
duction sector, '^M" in the first column of the fourth row. Expendi- 
tures by the rcst-of-world account are purchases from production as 
exports, X; the transfer of funds to institutions on ^he reservation, 
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N; and the net flow of lending, F, in the capital account row The 
equation is as follows: 

In numbers, this reads: 

24,013 = 10,763 + 15,400-2,150 

Imports equals the sum of exports, transfers, a» d ca ital flows. 
Capital flows are assumed to be negative. 

We next tuin to examination of the three types of intermediate 
purchases in the social accounting matrix. Table SAM-4 lists these 
three in symbols and table SAM-5 gives illustrative numbers. The 
first of these is the set of transactions between production activi 
ties, represented by the symbol "A" in Table SAM-4. No activity 
produces output using only land, labor, and capital; all to sonre 
extent purchase inputs from ether production activities. Agricul- 
ture, for instance, purchases fertilizers, parts for equipment, end 
other material input which are n*?eded to produce agricultiiral 
products. All such interindustry transactions between production 
activities on a reser\*ation would enter in the "A" section of a 
SAM. In Table SAM-5, the value of total intermediate purchases 
among industries is shown by the number $1,337,000. Those famil- 
iar with economics will recognize this as the interindustry transac- 
tions in input-output models. 

The second type of intermediate transactions are the ones among 
institutions. This is shown Z3 ''D" in table SAM-4. The total value 
of such transfers among institutions is given by the iigure 
$24,470,000 in Table SAM-5. This is the second largest numerical 
entry in four by four example, thus illustrating the assumption 
that the distribution of ivcom:. among institutions is a very impor- 
tant part of a reserv m economy. For instance, the distribution 
of income from facto earnings (all of wages, rent and distributed 
profit) 16 contained in chis number, in addition, payment of taxes to 
governments is included here. Welfare payments Dy state and fed- 
eral governments are excluded, having been placed in transfers 
from the rest-of-world households, and included in the ''N" portion 
of final transactions (Tables SAM-2 and SAM-3). 

The third type of intermediate transaction is the flow of funds 
among capital accounts. This is the block labeled 'V in Table 
SAM-4. An example of such a flow of funds outside a reservation 
would be the financing of home construction by banks. Banks 
obtain the funds for such finance in part from the sp ^gs of con- 
sumers and in part from savings of other institutions, v^n some res- 
ervations, the Kevol-ing Loan Fund finances homes using federal 
or tribal funds. The movement of funds from those who save to 
those who invest is accomplished by the banking sector, and the re- 
sulting flows are displayed in the flow of funds portion of a SAM. 
If. the example, there is a transfer of $50,000 in the flow of funds 
block. 

This concludes the description of the entries in a social account- 
ing matrix. We now turn to the use of a SAM in describing the 
structure of the economy. Some of the important features can be 
shown even with a 4 by 4 SAM, which iias little detail. Tables 
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SAM-6 and SAM-7 combine Hnal and intermediate entries in one 
table. 

B. ANALYSIS OF AN EC JNOMY WITH A SIMPLE SAM 

A SAM can be used to illustrate dependence, interdependence, 
and leakages. In discussing dependency, one common definition 
contrasts income received as a transfer to that which is earned. An 
institution such as a household or a government is more depend- 
ent, the greater is the proportion of its income which is received as 
a transfer rather than vs earnings on property or skills which the 
insti^^ution owns. A simple measure of such dependency in the 4 by 
4 example is the following ratio: 

d^N/fY-^-N) 

Numerically, this value is 

.47 = 15,400/32,550 

The denominator is the total income received from all sources; the 
numerator is all transfer payments from oF the reservation. Be- 
cause all inj^itutions are lumped together in tnij exam Die, vari- 
ations on this approach to measuring dependency cannot be illus- 
trated until a SAM with more detail is presented. 

Dependent should be distinguished from interdependence. Inter- 
dependence is a characteristic of the production sector. It relates 
the amount of import£ and exports to the tota^ value of production 
on a reservation. The first index would relate the level of exports 
to the total final expenditures on production by all accounts: 

x=X/(C-\^I^X) 

a value of 

26 = 10,763/41,163 

Another ratio can be constructed using the first column rather 
than the first row. It gives the proportion of total final expendi- 
tures that are imports: 

m^M/(Y-^M) 

or, 

.58=24,013/41,163 

in cur example. The higher the values of x and m, the mere inter- 
dependent is the economy. Small countries and small regions often 
are highly interdependent, while large countries and large regions 
are less 30. A high degree of interdependence between two econo- 
mies means that changes in the level of economic activity in either 
one will affect the other. For instance, if Indians purchase a lot in 
neighbi./ng tjwns, a recession in the Indian economv will affect 
those towns. Similarly, if those towns purchase much from the res- 
ervation, a recession m the towns will affect the reservation. 

A third type of measure would examine leakages. Interdepend- 
ence is partly leakages. Eco nomists usually define three types of 
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leakages in this situation: imports, saving, and ta :es. Taxes are not 
distinguished in the 4 by 4 example. Imports have been examined 
using the ratio m above. Only leakage through saving is left to ex- 
amine. Leakage through savings can be examined in two ways. One 
can look at the ratio between the total savings of institutions and 
the total expenditures of institutions. This could be written as fol- 
lows: 

5=4,250/32,500=. 13 

A second measure leaka^ ; through savings could be the outflow of 
savings from the economy. Such leakage can be written as follows: 

/•=F/S 

or, 

-.51 = -2,150/4,250 

This ratio gives the proportion of total saving which is invest id off 
the reservation. 

C. A 10 BY 10 EXAMPLE OF A SAM 

Table SAM-8 presents the data given in the 4 by 4 example with 
a gie' *.er amount of detail. Instead of one production sector, there 
are three production activities: agriculture, all other production, 
and imports. Instead of one institution, there are five: firms, house- 
holds, government, labor, and property. There is still just one cap- 
ital account and one rest-of- world account. The meanings of these 
additional entries will now be examined. The use of symbols to rep- 
resent individual entries will be droppc'd. Instead, the symbols in 
Table SAM-8 will be used to refer to blocks of entries in the larger 
tables of this and the following sectici. 

The ''A'' Interindustry transactions are represented by 

the "/v" block of entries. There are three industries illustrated: ag- 
riculture, all ether, and imports. Imports is included as a type of 
activity in order to have all imports placed at the intersection of 
the production activity column and the rest-of-world row (as part of 
'*M"). Because imports are not produced on the reservation, in this 
example the importing activity purchases no local inputs. 
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Table SAH-8 



All Entr<es in a 10 by 10 SAM: Numbers 



Expenditures (Thousands of Dollars) 



Production 

(1) Agriculture 
2) All Other 
(3) Imports 


PROnilCTION 


INSTITUTIONS 


CapUdI 
0) 


Rest 
of 
Wor]d 
(10) 


1 

To.jI: 


Ay» i 
(') 


Other 


Imports 

(3) 


Firms 


'ouseholds 
(M 


Governnients 
(6) 


Labor 
(7) 


Property 


4^5 
245 


65 
602 

5450 
800 

8500 






35C 
12490 


OwOU 

4210 






100 
1100 
900 


4460 
6303 


5400 

19500 
17600 


Institutions 

(4) Firms 

I ~ / r 1 1 III J 

(5) Households 

(6) Governments 

(7) Labor 

(8) Property 


2400 




550 
4100 

?00 


100 
2620 


100 
500 


14600 


400 
800 




-1000 
3150 

10750 
2000 
500 


6950 
19950 
17870 
14600 

1200 


f'O fdpitdl 








1600 


1400 


1250 






50 


-2150 


2150 


(10) Rest of World 


2330 


4083 
19500 


17600 
















24013 


Totals 

4a ' 


5400 


17600 


6950 


19550 


17870 


14600 


1200 


2150 


24013 
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Agriculture purchases $425,000 worth of inputs from a^^riculture, 
and purchases $245,000 of inputs from all other production. All 
other purchases $65,000 from agriculture as inputs and purchases 
$602,000 of inputs from itself, 'Hiese two instaaces of a sector pur- 
chasing from itself occur because each industry is the sum of many 
other activities. If a farmer makes some of his own input, that 
would not show up on the matrix. But if a farmer purchases inputs 
from a neighbor, that should show up in the matrix. For instance, 
a purchase of hay by a rancher would enter into the $425,000 
shown as inimndustry purchases of agriculture from itself. 

The "C" fe/ocA.— Consumption is tiven as five separate entries in 
Table SAM~8, replacing the single entry in Table SAM-5, Firms do 
not purchase consumption items. Households purchase $350,000 
from agriculture, $2,590,000 from all other, and import $12,490,000. 
Governments purchase nothing from agriculture, purchase 
$8,660,000 *'rom all other, and import $4,210,000. The purchase of 
goods and services from all other by the government includes the 
purchase of labor services by the government from itself as an ac- 
tivity. This will be explained further in the 20 by 20 example. But 
note that all other productio . purchases $8,500,000 from labor. 
(This is in the seventh row of the second column.) This is the em- 
ployment of individuals by government. 

The 'T' block.— Three types of investment are distinguished in 
the ninth column. The capital account purchases $100,000 from ag- 
riculture, $1,100,000 from all other, and imports $900,000 worth of 
capital equipment. 

The '*X'' -Exports consist of $4,460,000 from agriculture 

and $6,303,000 from all other production. This completes descrip- 
tion of the first three rows of Table SAM-8. 

The 6/ocA.— Total value added is given in four entries. Firms 
receive $2,400,000 from agriculture and $5,450,000 from all other. 
Households receive $800,000 directly from all other production. 
Labor receives $8,500,000 from all other. 

This treatment of the income section of this SAM is a bit pecu- 
liar. Most people who construct SAM's show production activities 
paying income directly to factors of production. All value added 
would show as payments to labor or to property. An alternative is 
to have the payments follow the route that they do in the economy, 
namely, as a payment from an activity to the institutions which 
manage the activity, which are firms, households, and govern- 
ments. If one goes to the actual accounting records of institutions, 
one will find it easier to use the breakdown given in Table SAM-8. 
Economists show the payments going to factors because economists 
wish to be able to analyze factor markets. A change in the wage 
'•ate, for instance, would be reflected through the labor row in the 
value added section of a SAM. Since reservation economies are 
small, one can assume that factor prices are not determined by on- 
reservation factor markets. They are instead given by the sur- 
rounding non-Indian economy. 

The "Z)" block,— The distribution block, which shows transfers 
among iristitutions, is the second largest block in the table. Each 
row gives the receipts of an institution. 

er|c ^^i 
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The only entry in the fourth row is a subsidy of $100,000 from 
governments to firms. On an Indian reservation, this could be a 
subsidy by either the tribal or the federal government. 

Households receive $100,000 in transfers from other households 
and $500,000 in transfer payments from governments. The $500,000 
in transfer payments might be a per capita distribution by the 
tribal government. Households* factor income is $14,600,000 in 
wages and $400,000 in property income. Governments receive 
$550,000 from taxes paid by firms and $2,620,000 in taxes paid by 
individuals. On an Indian reservation, these taxes would primarily 
be the FICA payments for social security and income taxes on 
labor. Governments are also shown receiving property income, this 
^^800,000 would represent income from the rent of tribal ly-owned 
land. 

Labor receives $4,100,000 from firms and property receives 
$700,000 from firms. These quantities, when augmented bv factor 
income from off the reservation, inputed rent to households, and 
wages paid by government industry, are transferred to households 
and governments within the D block as just described. 

The "N" 6/ocA.— Transfers from the rest-of-world are 3hown in 
the intersection of the tenth column and the fourth through eighth 
rows. In the fourth row, there is a transfer from the reservation to 
off-reservation entities of one million dollars. This may represent a 
payment by on-reservation firms to off-reservation people or firms 
for services rendered. Alternatively, if one of the tribal enterprises 
is a joint venture with a large corporation, the corporation's share 
of income and any amortization of a loan could be included in this 
entry. (Some who construct a SAM may prefer to put these pay- 
ments in the intersection of the factor rows and the rest-of-worid 
column.) 

There is a transfer of $3,150,000 to house lOlds from off the reser- 
vation. This figure would be the sum of all transfer payments such 
as social security and AFDC. Even though some welfere is chan- 
neled through a local BIA office, it would be convenient in this con- 
text to show such transfers as part of the "N" block. A large net 
transfer of $10,750,000 is shown n the rest of rest-of-world to 
governments. This would represen -^11 funds used to operate local 
federal offices and any grants or contracts operated by tribal gov- 
ernment with federal funds. Tax revenues received by outside gov- 
ernments ($550,000 and $2,620,000) have b3en subtracted from what 
the governments' books would show. 

Factors of production also receive transfers from off the reserva- 
tion for services rendered. Two million dollars an shown as earn- 
ings of labor, and $^^^0,000 as earnings from property. 

The "S'' block. — With firms, households, and governments all 
listed separately, there are three sources of savings. Firms save 
$1,600,000, probably as retained earnings and depreciation allow- 
ances. Households save $1,400,000 and c^cvernments save 
$1,250,000. 

The **L" block.—The flow of funds among the capital accounts in 
this example would be summed to give the $50,000 shown in Table 
S. This is the same figure that was given in the 4 by 4 example. 
The 20 by 20 example has three capital accounts; the nature of the 
flow of funds transactions will be given ^^hen. 



ERLC 



132 



197 



The "F" block.— The entry for capital flow between the on-reser- 
vation capital account and the rest-of-world account is the same as 
in the 4 by 4 example, an outflow of $2,150,000. 

The '*M" Total imports of $24,013,000 are broken into 

three parts. Agricultural production imports $2,330,000; all other 
production imports $4,083,000 and direct imports by institutions 
total $15,600,000. One can see the origin of the demand for these 
imports by reading across the third row. 

D. / 'ALYS'S OF DEPENDENCE, INTERDEPENDENCE, AND LEAKAGES 

The end of the section describing the 4 by 4 example presented 
four ratios. The ratio d measures the dependence of institutions, x 
measures the export component of interdependence, m measures 
the import component of interdependence, and /" is a measure of 
leakages on the capital account. Since there are more parts to the 
10 by 10 example, a greater number of such ratios can be defined. 
Further, the usefulness of the ratios becomes more apparent. 

Dependence— Yor the 4 by 4 example, d=Al is the ratio of off 
reservation transfers total income '>f institutions. T'hree parts to 
this ratio can be distinguished in e 10 by 10 example. For firms, 
define df as the ratio of transfers to total receipts as follows: 

d/'=- 1,000/6950 

df=-.U 

Since the net flow of transfers for firms is negative, firms are not 
dependent on off-reservations sources; they contribute to the de- 
pendence of off reservation institutions to the economy on the res- 
ervation. 

The ratio dh measured the dependence of households on trans- 
fers from off the reservation. It is the ratio of such transfers to 
total households receipts: 

d/i = 3,150a9.550 
dk = .\% 

Some may find that this ratio is unrealistically low for an Indian 
reservation. The ratio df is not necessarily the one which everyone 
would define. In discussing dependence, some incluae the wages rf 
all tho^e working for tribal government on federahy-funded 
projects. 

The ratio dg, depicting the dependence of governmr nts, captures 
this other part of dependence: 

dg= 10,750/17,870 

dg=m 

This says that 60 total government expenditures are financed by 
intergovernmental transfer. Of these three institutions, govern- 
ments are more dependent than households, and firms are not de- 
pendent at all. 
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We can also examine the dependence of factor income on employ- 
ment outside of the Indian economy. Labor has a dependency ratio 



d/=2,000/14,600 = .14 

Oi course, some of the wages received are from employment in gov- 
ernment jobs. One should keep that factor in mind, since su.h jobs 
account for 8,500/14,600 or 58 percent of labor income. The depend- 
ence of factor income has the ratio .12: 

rfp = 500/ 1,200 = .42 

This high ratio is the result of leasing land to non-Indians. 

Interdependence.— The t//o measures of interdependence, x and 
m can be broken down into two ratios, one for agiiculture and one 
for all other production activities. For exports, we have the follow- 
ing: 

jca = 4,460/5,400 -.83 

and 

jco = 6,303/1 9,500 = .S2 

Agricultur? exports 83 percent of what it produces and all other 
production exports 32 percent. For imports, we have the following 
ratios: 

ma = 2330/5,400 = .43 
mo=4,083/1950 = .21 

Agriculture imports 43 percent of the value of its sales, and all 
other industries import 21 percent of the value of their sales. Both 
of these ratios are high, showing that the economy of this example 
IS highly interdependent with the rest-of-world. 
LeaAa^es.— With the level of disaggregation available in the 10 
10 version, it is possible to compute some measures of leakage 
beyond the import content of produced goods (m, mc, and mo). 
First, the average propensity to import is available for households 
and governments. For households, the value is as follows: 

i7i = 12,490/19,5r.0 = .64 

Households on average in.port 64 percent of their gross income. If 
one were to examine their average propensity to import out dispos- 
able income, we would have to subtract taxes before computing the 
ratio: 
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ihdi = 12,490/{ 19,550-2,620) 
r/2rfi- 12,490/16,930 
ihdi = .lA 

Households import 74 percent of the value of their disposable 
income For governments, the average propensity to import is 24 
percent: 

rg=4.210/17,870=.24 

Another component of leakages is saving. With this level of 
detail, one can examine average propensities to save. Three values 
exist, one lor each institution. For firms, the value is 

5/^=1,600/6,950 = .23 

For households, the value is 

s/2 = l,400/19,550 = .072 

and for governments, tne value is 

sg=1.250/17,870=.070 

Firms retain much of their earnings. But both households and gov- 
ernments save a small percentage of their available funds. 

Uses of the ratios. — These ratios can serve to give insight into the 
behavior of a reservation economy. Reservations with high leak- 
ages would not experience large multiplier effects when there is an 
injection of expenditures. Reservations that do not have high rates 
of interdependence with surrounding economy would be insulated 
both from booms and busts in that economy. Dependence may nave 
effects in the political and social institutions, independent of strict- 
ly economic effects. 

E. A ?0 BY 20 EXAMPLE OF A SAM 

The third example presented here adds more detail to the two 
examples already presented. This detail is needed to make the ex- 
ample more realistic and to show more about how a SAM might be 
set up. In particular, it is important to increase the number of in- 
dustries. The previous example uses agriculture, all other, and im- 
ports. This example subdivides the all other category into five 
parts, including a smaller ''all other" category. A manufacturing 
sector is assumed. Examples of manufacturing activities are con- 
stiuction, sawmills, food processing, and assembling electronic com- 
ponents. A housing sector is included because housing is such an 
important part of the consumption of goods and services by house- 
holds. A mining sector is included; this sector has few connections 
with other farts of the economy; it is an "enclave" that exports its 
output and purchases most of its inputs from off the reservation. A 
government industry is added to deal with the employment of 
people by governments; the reason for this approach is explained 
below. Finally, another ''all other" categ:ory is used In this exam- 
ple, this category is mostly services: repair of equipment, wholesale 
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and retail trade, eating and lodging places, business services, and 
banking are examples. 

Other parts of the table are also expanded. Tribal and federal 
governments are distinguished. Tribal enterprises and private 
Indian enterprises are each shown. Self-employed workers are sepa- 
rated from all other workers. The capital account is broken into 
three parts. 

In summary, the 10 by 10 version is expanded by making the fol- 
lowing changes: 

(1) Seven rather than three production activities are shown 
by splitting *'all other'' into five parts, 

(2) Firms are divided into private and tribal; 

(3) Federal and Tribal governments are distinguished; 

(4) Labor is divided into two types: wages and salaries and 
self-employment income; 

(5) Property is divided into individually owned property and 
tribal ly-owned property; and 

(6) Separate capital accounts are shown for firms, house- 
holds, and governments. 

V/e now go through the larger matrix entry by entry beginning 
with the A block. The figures are in Table SAM-9. 

The A block: Interindustry purchases of goods and services.— The 
5 by 5 block of entries where rows 1-5 intersect columns 1-5 show 
the interindustry purchases on the reservation. Row 1 shows in 
column 1 that agricultural activities purchased $425,000 of agricul- 
tural products from other activities, the same as iri the previous ex- 
ample. Cattle would contribute to this exchange, for example agri- 
culture sold $2,000 worth of products to manufacturing, $52,000 to 
housing, and $11,000 to other production. 
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The second row shows that mining sells only to manufacturing 
on the reservation. (Mining also purchases very few items from 
other industries the reservation, as is shown in column 2.) 

The third row shows sales of manufa "^uring activities to othe»* 
activities on the reservation. Mining haa inputs into itself and all 
the other production activities. For instance, manufacturing sells 
$190,000 of products to the agricultural activities on the reserva- 
tion, $100,000 to the mining activities, $100,000 to housing, and 
$25,000 to other activities. 

Sales of the housing sector (row 4) are small to each of the other 
production activities, representing offices. The other sector (rcw 5) 
also sells a modest amount to all but the mining sector. 

The interindustry transactions represent the input-output por- 
tion of a Social Accounting Matrix. If one divides a column entry 
in the interindustry transactions matrix by the total value of 
output for the column, one obtains the "dollar amount of input of 
industiy x than is needed to produce a dollar of output of industry 
y." This can be demonstrated with the manufacturing industry, 
which is column 3. Manafacturing produced $2,000,000 worth of 
output. The value of output can be read from either the column 
sum or the row sum for manufacturing. Since manufacturing pur- 
chased $2,000 worth of agricultural output, one can say that J?.001 
of agricultural output was needed to produce $1.00 of manufac- 
tured goods. The number .001 was obtained by dividing $2,000 by 
$2,000,000. 

Special industries.— -Tv/o spKKiial industries have been created in 
order to deal with government employment and with infiports. This 
follov/s the practice used in setting up the input-outp:it tables of 
the United States. "Government industry," the sixtlx row and 
column, does one thing: it employs government workers. Its only 
entries occur in the consumption block (C) for its sales and in the 
value added (Y) block for payment of wages and salaries. All pur- 
chases of goods and services by government for purposes other than 
investment are classified as part of C. Therefore, government in- 
dustry has no purchases of interrrediate inputs. 

A second special industry is "imports." It is in row 7 and column 
7. This industry sells to final demand either for consumption (C) or 
investment (I). Its only purchase is imports in row 20 of column 7.^ 

The C block—The consumption to block now has three columns, 
one for households and two for governments. It has seven rows, five 
for production activities and two for special industries. 

Consumption final demarzd.— Entries (1, 10), (3, 10), (4, 10), and 
(5, 10) give the components of consumption by households of prod- 
ucts produced on the reservation. Entry (1, 10) is the purchase of 
food and agricultural produce. There is no consumption of the 
mining sector's output by ladian households. Indian households 
purchase $150,000 worth of manufactured goods from the reserva- 



^ In this social accounting ma ix, the interindustry transactions are treated in the interre- 
gional rather than the multiregional style of input-o"itput analysis The distinction between 
these two ways is in the treatment of imported inputs In this example- alt purchases of goods 
^om off the reservation by productive activities are treated as imports in the rest -of-wo rid row, 
row 20 An alternative would be to create a column and a row for the import of each tvpe of 

?;ood, which then would be sold by the importing activity to either interindustry purchases or to 
inal demand 
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tion. Housing accounts for $2,200,000 in expenditures, $800,000 of 
this is the imputed rent of owner-occupied housing. The rest, there- 
fore, is the expenditures for rental units for other components of 
the production of housing services. Finally, a total of $240,000 is 
purchased from the "other'' sector. 

Although these entries account for all household expenditures 
for products of the reservation, by far the greatest proportion of 
consumer expenditure is for imports, which are in position (7, 10). 
Households purchased a total of $12,490,000 in goods and services 
produced off the reservation. These purchases are the major source 
of leakage from the reservation economy to the rest ^f-the-world 
economy. 

Government purchases of goods.— The intersection of rows 1-7 
and columns 11 and 12 give the purchases of goods and services by 
the two governments on the reservation. The federal government is 
assumed to purchase $50,000 of manufactured products and $60,000 
from the other category. Tribal government purchases $20,000 of 
manufactured goods and $30,000 from all other production activi- 
ties. 

The payroll for on reservation employi .tnt by the federal gov- 
ernment (entry 6, 11^ is $5,500,000. The payroll for tribal govern- 
ment is $3,000,000 in entry (6, 12). Entry (7, U) shows the offices of 
the federal government purchased a total of $3,140,000 worth of 
goods and services from suppliers not part of the tribal economy. 
Entry (7, 12) shows the tribal government purchased $1,070,000 
worth of imported goods and services. 

The I block: Investment. — Columns 17 to 19 show the purchase of 
goods for the purpose of investment. Entry (1, 17) states that 
$100,000 worth of the products of the agricultural sector were used 
in investment. The investment could be change in investories. 
Entry (2, 17) says that firms purchased $50,000 worth of the prod- 
ucts of mining as investment. 

Most investment demand is for manufacturing output by each of 
the three sources of investment demand. Firms purchased $160,000 
of manufactured goods for investment; see entry (3, 17). Households 

Eurchased $590,000 for investment. Since the construction sector 
as been classed in the manufacturing sector, this investment is 
mostly the construction of new houses. The government purchased 
$300,000 worth of goods for investment, shown in entry (3, 19). 
Firms purchased a total of $900,000 worth of equipment and other 
capital goods from off the reservation, as shown by the entry in 
row 7, column 17. 

The X block: Exports.— The intersection of rows 1-5 and column 
20 gives the amount of exports for each production activity. Agri- 
culture exported $4,460,000; mining exported $5,500,000; manufac- 
turing exported $187,000; housing exported $593,000; and other ac- 
tivities exported $23,000. 

Total gross demand.— The final column gives the total demand 
for each product on the reservation. The demand is called "gross" 
demand to emphasize that interindustry purchases are included 
and imports ar3 not subtracted. For each of the production activi- 
ties in rows 1 through 5, the components of gross demand are inter- 
industry purchases (columns 1-5), consumption (column 10), gov- 
ernment purchases (columns 11 and 12), investment (columns 17, 
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18, and 19), exports (column 20). The sum of all sources of demand 
for each production activity is the total of all receipts of the ac- 
tivity. 

Receipts by institutions. — With the eighth row, we move into a 
different section of the table, the set of rows that show the receipts 
of institutions. These receipts come from factors of production 
owned by institutions, from other institutions, and from production 
of goods and services. The entries are classified into the Y, D, and 
N blocks. 

The Y block.— Contrary to usual practice, in the value added 
block the example shows the value added going directly into the ac- 
count for firms. It subsequently goes to factors of production, taxes, 
and households in the D block. This example was created this way 
for three reasons. (1) It seemed easier to explain, if the SAM cate- 
gories would follow the accounting records of the economy, which 
show value added going to firms before factors of production. (2) 
Taxes on firms appear in one place, as a payment by firms to gov- 
ernment, rather than being divided into direct and indirect taxes 
as is normj'lly done. (3) Tl.is practice emphasizes the flexibility of 
the SAM approach. 

Row 8 has the following entries: 

(8,1) Agricultural production pays $1,500,000 in value added to 
private Indian-owned enterprises. 

v8,2) Private Indian-run enterprises on the reservation earn 
$1,460,000 in value added in production related to mining. The 
imaginary reservation has a mining sector which employs Indians 
in part of the extraction of the mineral (or timber). An example 
would be the operation of trucks for transportation of the goods 
which is mined. 

(8.3) There is $600,000 of value added in the manufacturing 
sector which is created in Indian-owned enterprise. 

(8.4) Some of the housing on the reservation is rented from one 
person to another; the value auded portion of the rental cost is in- 
cluded in the $250,000 in this position. 

(8.5) All other enterprise produces $300,000 in value added in 
Indian enterprises. Examples such as smokeshops, repair services, 
and other services and trade would be in this category. 

The next row shows the sources of income for tribal enterprises. 
These entries are as follows: 

(9.1) One or more of the tribal enterprises is engaged in agricul- 
ture; the enterpri8e(8) created $900,000 in value added. One of these 
enterorises could be merely occupied with leasing land, in which 
case all the value added consists of rental income. 

(9.2) The tribal enterprise that consists of leasing land that sup- 
ports a mine earned $1,800,000 in value added. 

(9.3) A tribal enterprise engaged in manufacturing earned 
$300,000 in value added. 

(9.4) A tribal enterprise providing housing received $740,000 
(after expenses) in rental of housing or other buildings. 

(9,12) There is a transfer of $100,000 from the tribal government 
to a tribal enterprise. It could mean that the tribal government 
covered a loss in such an enterprise. The books of the tribal enter- 
prise would show the transfer of funds, probably counting the 
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tribal contribution as an increase in the equity share of the tribal 
government. 

TVo entries remain in the Y block. Households receive $800,000 
from the housing activity. This represents imputed rent on owner- 
occupied dwellings. Since the GNP accounts of the United States 
count such rent as part of national incorae, it seemed appropriate 
to demonstrate this practice in this imaginary SAM. The final 
entry of $8,500,000 is payment of wages to labor by the government 
industry, entry (13,6). 

The D block.— 'The distribution block takes value added (Y) and 
transfers from the rest-of-the-world (N) and allocates them to fac- 
tors, households, and governments. One purpose of this block is to 
show how income which is earned on the reservation is distributed 
to people and governments. A further purpose is to show the source 
of all revenue for each of the important institutions on the reserva- 
tion. 

We now turn to the row which shows the sources of income for 
all households on the reservation. With the ex ception of the iniput- 
ed rental value of housing, all receipts from households come frtm 
either payments to factors of production owned by the households 
or from other institutions. 

(10,10) There is a transfer of $100,000 between households. This 
figure would represent support paid to one household by another. 
This figure would be difficult to estimate reliably without a careful 
survey. 

(10.12) The transfers paid out of tribal receipts total $500,000. 
This entry assumes that there are some tribally-run transfer pro- 
grams. Although one could enter a per capita pa3mient here, a 
better place is in entry (10,16), receipts from tribal property paid to 
households. The ultimate source of funds for such programs needs 
to be traced back through the sources of income of the tribal gov- 
ernment, which is row 12. 

(10.13) Total wages and salaries received by Indians is 
$14,000,000. This is the largest single source of income. 

(10.14) Self-employment earnings are $600,000; this is exactly 
equal to the entire row (14). 

(10.15) Rental of privately owned capital and land causes the re- 
ceipt of $200,000. The components of this figure can be seen by 
reading across row (15). This income would include all receipts for 
the leasing of allotted land. 

(10.16) This tribe makes an annual per capita payment to tribal 
members which totals $2C0,000 for those residing on the reserva- 
tion. 

(10,20) The $3,150,000 consists of all transfer payments from the 
federal government to Indian households. This would include all 
social security, railroad retirement, AFDC, and food stamps. It is 
the sum of social insurance and welfare payments. Although some 
of these are channeled through th« local BIA office, they are en- 
tered here as a transfer directly to households. 

Row 11 lists the sources of revenue for the local offices of the fed- 
eral government. There are as follows: 

(11,8) Private firms on the reservation pay a total of $300,000 in 
taxes to the federal government. These would be corporate in:ome 
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taxes, excise taxes* and the employer's share of social security 
taxes. 

(11.9) Payments by tribal enterprise to the federal goven ment 
could arise from two sources. One would be an employer's share of 
social security taxes. Another would be fees on management of 
tribal activities. (For instance, some tribes pay a 10 percent man- 
agement fee in forestry.) 

(11.10) Households on the reservation are assumed to pay 
$2,620,000 in personal inco*Tie taxes to the federal government. 

(11,20) The federal government transfers a total of $5,880,000 to 
the reser\'ation to pay for governmental services. Those funds are 
ased to pay Indians who work for the federal goveinment on the 
reservation and to purchase materials used in the government's of- 
fices. This inflow of money is usually placed as in inflow on the 
capital account of a country. By analogy to underdeveloped coun- 
tries, the inflow of funds is treated as if it were "foreign aid." Data 
for this entry should be readily available from the offices of the 
federal government. 

The twelfth row of the table gives the sources of income for the 
tribal government. 

(12.8) Payments of $10,000 by Indian entrepreneurs to the tribal 
government would be things such as licence fees for doing business, 
a tax on cigarettes or otlier retail sales. 

(12.9) It is also asserted that tribal enterprises pay the tribal gov- 
ernment an additional $40,000 vvhich is paid to the government as 
a tax rather than as a payment for the use of tribally-owned cap- 
ital or cribally-ownea land. These payments should be available 
from the revenue statement of the tribal government. 

(12,16) The tribal enterprises pay a total of $800,000 to the tribal 
government. These paymerts might be the value of stumpage, the 
royalties from leasing land to outsiders, or any other type of pay- 
ment that is either rent on land or return on equity which is paid 
to the tribal government as an owner of the resource. Data for this 
entry should be available both on the books of tribal enterprises 
and on the budget of the tribal government. 

(12,20) Since the federal government channels some monies di- 
rectly to tribal governments, $4,870,000 has been included in this 
example as another type of ''foreign aid." This aid goes directly to 
the tribal government, not to the local offices of the federal govern- 
ment. One could, alternatively, channel the money through the fed- 
eral government in row 11, and then place this entry in box (12,11), 
which is now empty. The types of payments here are revenue shar- 
ing funds, any EDA, HUD, or other non-BIA or IHS funds that are 
transferred to the reservation to run programs in the tribal govern- 
ment, and Public Law-638 contract moneys. Data for this entry 
would come from the revenue statement of the tribal government 
or its divisions. 

Factor receipts.- -The thirteenth row shows the sources of wages 
that are paid to Indian workers on the reservation. Entry (13,6) is 
wages paid by federal and tribal government offices. Position (13,8) 
is wages paid by private Indian-owned firms. Entry (13,9) is wages 
paid by tribal enterprises. Entry (13,20) is wages earned by Indians 
working for institutions that are not part of the reservation eco- 
nomy. 
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The next row is for income earned by persons employing them- 
selves; for these people, one cannot divide their earnings into 
'es and profit. Examples are farmers, ranchers, owners of small 

vail stores such as smokeshops. The only entry in the row is for 
the column corresponding to private Indian-owned firms; the entry 
of $600,000 is the net cash flow received by the Indian owners of 
these enterprises. 

The fifteenth row is the earnings of capital and land that are 
owned by individual Indians. There is one entry, for $200,000. 
Entry (15,8) is tho earnings arising from leasing of land between 
individual Indians. A rancher or farmer leasing an allotment 
would pay another Indian for use of the land. 

The sixteenth row has two entries. First is the payment by tribal 
enterprises of rent to tribally-owned land. Snce the activity of leas- 
ing land to non-Indian corporations is classified under tribal enter- 
pribc in this table, the $500,000 in position (16,9) includes any min- 
eral royalties paid to the tribal government from the mining oper- 
ation. The entry in (16,20) represents the rent of leased agricultural 
land to non-Indian farmers or ranchers. 

Total receipts by institutions.— Before turning to tne capital ac- 
counts, it is useful to summarize this presentation of receipts by in- 
stitutions by calling attention to the difference between value 
added and received income. The difference correspor.ds partly to 
the difference between National Income nrteasured by the GNP ac- 
counts and household income measured by the Bureau of the 
Census. The GNP accounts examine only value added; therefore, 
only block Y would count as income. But the Census bureau asks 
households what their money receipts are. Transfers, therefore, are 
counted. The difference can be substantial. This distinction is par- 
ticularly important for Indian reservations. 

The capital accounts: Blocks S, L, and /'—Rows 17, 18, and 19 
give the receipts of each capital account. These rows and their cor- 
responding columns are used to show how investment on the reser- 
vation is financed. The source of investment funds is the S or F 
block. Any transfer of funds from one capital account to anothei 
occurs in the L block. Row 17 shows that private firms retained 
$500,000 for investnient and tribal enterprises reser/ed $1,100,000. 
Tue&c lelained earnings would go for both the maintenance of cap- 
ital value through the use of depreciation allowances and for the 
purchases of new equipment. Also increases in inventories would 
be saving as long as the inventoried goods are reservation products, 
as accounted for in column 17. 

In examining the capital account, it is useful to distinguish be- 
tween purchase of on-reservation products, purchase of off-reserva- 
tion products, and accumulation of monetary assets. In this social 
accounting matrix, all saving that is not purchases of goods is as- 
sumed to take the form of the accumulation of monetary assets in 
the rest-of-the-world. Take households, for instance. Their total sav- 
ings of $1,400,000 is given by the entry in row 18, column 10. They 
also receive $40,000 from the governments* capital account. Their 
purchase of houses was $590,000 as shown in entry (3,18). (Note 
that the building of houses is done by manufacturing. The output 
of the housing activity is shelter, which is a consumption, not an 
investment item.) The households' remaining saving, $850,000, is 
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assumed to be deposited in a savings account in a bank, or applied 
to investment in bonds of corporations in the United States. The 
sum is entered as a negative entry in the rest-of-the-world column 
and the household saving row (the entry in column 20 and row 18). 

Row 19 gives the saving activity of government. Government in- 
vestment mu<5t show up in this row as saving. For instance, sup- 
pose the federal government builds a structure from on-reservation 
construction activity. The purchase would be shown in the "I" 
block as an investment. The money for the purchase would be 
shown in the fede^^l government's part of the *'S" block. In this 
example, it is astumed that the federal government invested 
$250,000. Entn 19,11 gives the amount of purchases of reservation 
products by the federal government. In this case, the saving is 
equal to investment because the federal government does not set 
aside funds beyond the purchase of goo^^ for investment purposes. 
The tribal government saves $1,000,000 [entry (19,12)]. Purchases of 
government securities by the tribal government is entered as an 
outflow of funds on the rest-of-the-world capital account. In this ex- 
ample, it is assumed that the tribal government invested $900,000 
in securities — probably through the operation of the Albuqerque 
office of the BIA. The entry is in row 19, column 20. The remaining 
$100,000 goes for three purposes. One is investment of $50,000; this 
shows up in entry (3,19). When combined with the federal govern- 
ment's investment, total on-reservation purchase of investment 
goods is $300,000. The remaining $50,000 is transferred to other 
sectors in the flow of funds portion of the matrix, to which we now 
turn. 

The "L'' 6/oc*.— There are two entries ii\ the L Block. Both are 
transfers from the tribal government. The 1 ribal government is 
sumed to invest $10,000 in tribal enterpris ^s. It also increases its 
credit to the household sector by $40,000. This might represent fur- 
ther contributions to a revolving loan fund that finances home con- 
struction by households. 

The F 6/ocA. —Although the entries of the F block have been dis- 
cussed above, they are reviewed here: 

(17,20) Private firms on the reservation took $400,000 of their re- 
ceipts and transferred them off the reservation, presumably as in- 
vestment. But part of this outflow of funds on the rest-of-the-world 
capital account would include the repayment of loans from finan- 
cial institutions off the reservation. 

(18,20) Households transferred $850,000 to the rest-of-the-world. 
This figure would be the net change in savings accounts, credit ac- 
counts, and other fi. .ncial holdings, plus the payment of interest 
on any debt. Should tribal members have VISA or MASTER CARD 
accounts, the interest chargf d on those accounts would enter as an 
outflow of capital from the household sector. 

(19,20) Tribal government is assumed to have transferred 
$900,000 to the rest of the world. This ajppears to be a thrifty tribal 
government, which builds up assets in the rest-of-the-world. 

Receipts of the rest-of^he-world: The M Row 20 gives the 

receipts of the rest-of-the-world, which is the economy of the 
United States and any other economy from which the reservation 
economy purchases goods and services. This row consists entirely of 
imported goods and services. Other receipts of the rest-of-the-world 
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are treated as negative entries in column 20. The entries in row 20 
are as follows: 

(20.1) The agricultural pruiuction activity purchased $2,330,000 
worth of goods to be used in t'le production of agricultural products 
on the reservation. 

(20.2) The mining activity purchased $2,0<i0,000 worth of goods 
and ser ices from the rest-of-the-world. 

(20.3) The manufacturing activities purchased $917,000 worth of 
imports. 

(20.4) The housing activity purchased $856,000 worth of goods 
from the rest-of-the-world. Much of this would be the purchase of 
energy for heating buildings. 

(20.5) All other production activities used a total of $250,000 in 
their production of goods and of services. 

(20,7) Imports of all goods which go directly to final demand are 
summed across row 7 and entered here as imports purchased by 
the special activity, ''direct imports." The imports total $17,600,000. 

F. RELATIONSHIPS BETWEEN A SAM AND OTHER ECONOMIC 
DEVELOPMENT ISSUES 

A social accounting matrix reveals a picture economic transac- 
tions during a particular year. It should record what did occur, and 
can include non-cash transactions if the data are available. But a 
SAM surely is not the whole story of a reservation economy. The 
purpose of this section is to go through a list of economic develop- 
ment issues and relate them to the SAM idea. The folio ving are 
important economic development issues that should be considerr I: 
(1) unemployment, (2) trust responsibility, (3) modem vs. tradition- 
al leasing practices, (4) leakages, (5) lack of capital structure, and 
(6) dependence. 

Unemployment 

Most Indian reservations have very high rates of unemployment. 
Many potential workers are so discouraged that they have stopped 
looking for work. How would r SAM reveal this situation? The first 
answer is that unemployed resources, such as labor, land or cap- 
ital, are absent from a SAM because they are not earning money 
or goods Since a SAM records transactions, it cannot reveal unem- 
ployment. Also, the SAM dues not indicate things such as the fun- 
damental causes of unemployment. Such causes may be inappropri- 
ate training, discrimination in local labor markets, and insufficient 
investment in productive enterprises. 

The unemployment issue, howevei*, can be explored using a SAM. 
Ask this question: If jobs are created for some additional workers, 
what will happen to the struct re o^ the reservation economy? Or, 
ask this questiou: If some people lose thei * jobs, what will happen 
to tiio reservation economy? Both of these questions involve 
jhanges in the transactions in the economy. These changes can be 
examined with a SAM. 

For instance, consider an increase in employment. This would 
mean more income for households. Households purchase goods on 
the reservation, import goods, pay taxes, and save. Receipt of ^ages 
may also reduce transfer payments. An increase in employment 
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will lead to changes in the household row and the household 
column^ of a SAM. Such changes will cause changes in other parts 
of the SAM. The purchase of additional reservation-produced goods 
will increase output of local production, which will cause further 
increases in income or jobs. An increase in imported goods, by stim- 
ulating local non-Indian business may also feed back to the reser- 
vation as an increase in the demand for expc rts. 

An important point is that the SAM itseh does not explain how 
these roundabout effects between different parts of the SAM will 
occur. One v'^an assume as a rough first approximation that changes 
will be proportional, using the ratios in the given data as guides. 
But the changes may not be proportional, requiring other informa- 
tion. The SAM provides direction as one looks for this other infor- 
mation. If the income of households increases, this causes one to 
look at the in-* ease in consumption by households. Such an in- 
crease in demand requires that one look at the inputs used to pro- 
vide the additional goods. The SAM, therefore, provides guidance 
in formulation of questions about the impact of a change in unem- 
ployment rates. 

Trust respons 'bility 

One aspect of the federal government's trust responsibility is 
that it protect or enhance the ' alue of reservation resources. Since 
the federal government has been lax in upholding this responsibil- 
ity, it is quite possible that the income from reservation resources 

lower than it shou: 1 be. A SAM will record existing income from 
resource? But it will not tell what the income should be. Another 
part of the trust responsibility is the provision of services to make 
up for unfair treatment in the past. This "welfare" interpretation 
forces us to examine in-kind suppoic. The federal government pro- 
vides medical care and con^modities, for instance. These in-kind 
transactions should be recorded in a socia' accounting matrix in 
the appropriate boxes. In row 10 and column 20 wt find the value 
of transfers to households. This entry should include the value of 
in-kind aid as well as cash aid. If the two should be distinguished, 
then a separate column and row might be added to the SAM to ac- 
commodate noncash transactions of this sort. 

Mode n vs. traditional leasing practices 

Many people have emphasized in recent years that the tradition- 
al practice of leasing Indian land at low rates to non-Indians is not 
wise. is involved than receipt of low levels of rent. Questions 
of t lie structure of development and the control over development 
in Indian leadership m ist be considered. How does this issue re) die 
to a SAM? One answer is that some of the institutional develop- 
ment which would accompany a joi^t venture, for instance, would 
not show up in a SAM because it ib not a monetary transaction. 

But a comparison of the manner in which each type of lease 
would affect a SAM dees show thai differences can be seen. For in- 
stance, compare the ninth and the sixteenth rows of the 20 by 20 
example. The ninth row gives receipts of tribal enterprises. It 
shows that such enterprises receive a substantial share of value 
added in many production activities. In addition, tribal enterprise 
pays $1,000,000 to off-reservation institutions. This entry could rep- 
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resent an energy company's share of the profits in a joint venture. 
It could also be the management fee for a service contract. The 
payment shows that an off-reservation entity or entities are de- 
pendent on reservation enterprise. 

The sixteenth row shows the receipts of tribal land. One-half of 
these receipts come from off-reservation. This is the traditional 
lease in operation, "^here is no involvement of tribal enterprise in 
receiving the value added and passing it along to employees or to a 
partner in a joint venture. Rather, there is a transfer from rest-of- 
world in the tribal land row. The contrast between the ninth and 
sixteenth rows, therefore, indicates the difference between a 
modern resource concession and a traditional resource concession; 
it is the difference between a joint venture and a lease. 

Leakages 

There are two issues ragarding leakages: (1) what are the leak- 
ages? (2) Why are these leakages great? A SAM is a good tool for 
answering the first question. It does not answer the second ques- 
tion, which is more complex. For instance, why do housenolds 
import much? The causes of such imports are the desires of con- 
sumers and the potential sources of the goods. To understand 
household importing behavior, therefore, one must understand the 
nature of the demand and particular good**, and the reasons that 
such goods are not produced ou the reservation. Neither question is 
easy to answer. Policies aimed at reducing such leakages would 
need to determine those answers in order to be effective. . 

Lack of capital structure 

Rows 17 through 18 of the 20 by 20 example show an outflow of 
savings from the imaginary reservation. A cause for this outflow 
may be a lack of banking institutions on the reservation to allow 
investors the return xiey desire for their funds. Thus, it may be 
possible for SAM to ^cord the evidence of a problem. But it does 
not tell us the cause of the problem. Savings institutions may be 
absent from a reservation for a variety of reasons, ihere may be a 
problem in scale; the reservation economy may be too small. There 
may be a jurisdictional problem; no government has set up the 
legal background required to operate a savings institution. There 
may be unfavorable policies pursued by the federal government 
through the Bureau of Indian Affairs. In addition to not showing 
why there is an outflow of savings, a SAM cannot show the conse- 
quences of reversing that flow without additional information. For 
instance, investment on the reservation may expand job opportuni- 
ties. Ii. ')rder to chart the effects of such a development, one would 
need to know what the new enterprise will produce, whom it will 
employ, what inputs it will use, and where it will sell its output. As 
with dealing with unemployment, a SAM is onV part of the story. 

Dependence 

What is the proper definition of dependence? Is it an economic, 
political, or sociological term? The illustrative SAM provides some 
ratios which may measure economic dependence. But political or 
social dependence are different, institutional, issues. 
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Economic dependence occurs when a reservation institution or 
group of institutions depend upon income that comes from outsidp. 
This income may be in cash or in kind. The higher the proportion 
of out°ide support, the greater the dependence. 

Political dependence may partly follow from economic depend- 
ence. A go .rnmeiit which relies upon intergovernmental transfer 
is subject to some control by the source of the funds. State, city, 
and county governments share this problem with tribal govern- 
ment. But tribal government has an additional problem that differ- 
entiates it from ot^ors. Tribal government must deal with colonial 
regulations. The Bureau of Indian Affairs is in the position of 
having veto power over certain law-making powers of tribal govern- 
ment. This is an institutional dimension which cannot be dealt 
with by an accounting system whose primary focus is on numbers. 

Indian society alsr^ experiences possible dependence in the social 
area. American culture has a variety of ways to impose its prac- 
tices and its information systems upon Indians. Indian children 
attend non-Indian schools, and receive influence which may under- 
cut or weaken family ties. Television portrays particular goals and 
means of achieving them. Newspapers and magazines project par- 
ticular images of Indiana. All of these factors may cortribute to 
forms of dependence which are difficult for economists and the 
tools of economists to handle. 

G. CONCLUSION 

The previous section has stressed both some of the strengths and 
some of the weaknesses of a Social Accounting Matrix as a method 
of analyzing the structure of an economy. One main benefit of con- 
structing a SAM is that it will show the relationships between the 
reservation economy and the outside economy. The example provid- 
ed in this chapter would t-e improved if the '*rest-of-world" sector 
were divided into several parts. One of these would be non-Indian 
enterprise within the boundaries of the reservation. The example 
shows that Indian households consume $12,490,000 worth of goods 
that are imported. Many of these may be imported from neighbor- 
ing non-Indians. Federal and Tribal governments also import con- 
siderable amounts. These imports are leakages from the tribal 
economy, but they are valuable injections for the neighboring econ- 
omy. 

Another benefit of constructing a SAM is that the degree of de- 
pendence of different institutions on outside sources of income can 
be revealed. Transfers to households and to tribal governments 
show up clearly in the rest-of-world column. The ratio of these 
transfeid to total receipts give a measure of dependence. In addi- 
tion, examination of the uses of income by these institutions can be 
quite revealing. Transfers to Indians can flow through the Indian 
economy by moving from Indians to neighbors through imports. 
This is the phenomenon which Ahemd Kooros calls "dependence 
for the sake of leakages." Indians are stigmatized for receiving 
transfers, but non-Indians receive much benefit from such activi- 
ties as constructing homes, selling food, and clothing, and so forth. 
Evidence on such interdependence between a tribe and its neigh- 
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bors can be used to good effect by tribal leaders in their political 
activities. 

A SAM can also be used for economic planning. New projects can 
be evaluated to see if they improve tribal self-sufficiency. Increases 
in exports, a shift in consuirption from imports to tribally-pro- 
duced goods, replacement of transfers from the rest-of-world by 
factor incomes from on-reservation activity, and increases in the 
dependence of the rest-of-world on tribal activity might all be re- 
garded as beneficial changes in the structure of a reservation econ- 
omy. The following two chapters show how a SAM might be used 
to estimate the impact of a project. The effects of the agricultural 
project in Chapter 4 will be shown using the 10 by 10 example. The 
effects of the manufacturing project in Chapter 5 will be shown 
using the 20 by 20 example. 
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Chapter III— An Agricultural Project 

This is the first of three chapters which present examples of the 
application of social cost-benefit analysis. This chapter begins with 
a brief review of the principles of private discounted cash flow 
analysis and the ways in which a private analysis of a capital in- 
vestment decision can be transformed into a social analysis. It then 
goes on to present a fictitious example of an agricultural project. 
After completing the discounted cash flow analysis, a few remarks 
about institutional analysis are presented. Then the impacts of the 
project on a reservation's economy are calculated using the 10 by 
10 social accounting matrix presented in Chapter 3. Chapter 4 pre- 
sents an analysis of a manufacturing project, and Chapter 5 deals 
with a mining project. The first part of Chapter 6 compares the 
three projects. 

A. SOCIAL DISCOUNTED CASH FLOW ANALYSIS 

Social cost-benefit analysis is the application of discounted cash 
flow analysis in the public rather thin the private sector. This sec- 
tion will review the concepts used in discounted cash flow an*-Jysis. 
A small example is given which shows both a private and a social 
computation. The purpose is not to provide a comprehensive intro- 
duction to the entire field of cost-benefit analysis, which is avail- 
able in othsr books. ^ Rather, this brief introduction is intended to 
refresh the memory of those who have studied the topic before and 
to provide readers new to the subject with the basic definitions. 
The example illustrates the arithmetic of discounted cash flow 
from a private and a social point of view. 

The private point of view uses market prices to compute costs 
and benefits. The ocial pDint of view uses shadow prices to com- 
pute costs and benefits. Shadow prices may equal or differ from 
market pricet depending upon circumstances. 

For both private and social calculations of the v lue of an invest- 
ment, capital costs which occur early in a project must be com- 
pared to benefits which occur later. This comparison involves use 
of an interest rate or a discount rate. The purpose is to compare 
each investment to the same standard. For a tribal analysis, the 
rate of interest earned on investments of tribal trust fu^ds through 
the Bureau of Indian Affairs' Albuquerque Office might be a rea- 
sonable standard to apply. The reason is that such investment is 
always an alternative to investing in a project on the reservation. 



' Bierman and Smidt (1915) and Clark. Hind«Iang and Pritchard U979) are two of many books 
that explain private discounted cash flow analysis and the larger topic, cap'tal budgeting 
Thompson (1980) and Granelich (1981) are two recent books on social capital budgeting, both 
nave numerous exan»ples Keeney and Raiffa (1975) give ways to deal with difficult choices in 
which monetary values are not sufficient. Two older books and one collection of articles on key 
controversies are Little and Mirrlees (1974), Dasgupta. Sen. and Marglin (1972), and Layard 
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That interest rate would have to be adjusted downward by antici- 
pated inflation if all other data is in constant prices. 

The formula for a present discounted value calculation is the fol- 
lowing: 

CF, CF2 CFt FV 

NPV=CFo-f ^ , , , ^ ^ 

(l + r)i (l+r)2 (l-hr)T (1+r)^ 

Where 



NPV = net present value of the project. 
CFo = cash flow in the base period, usual- 
ly part or all of the capital cost 
of the project. 
CFj to CF = the cash flow in each of the years 
of the project. 
T = the total number of years of the 

project, not counting the base 
year. 

r = the interest rate. 

FV = any final or salvage value which is 
earned in addition to the cash 
flow of the project in the last 
year of the project. 



The not cash flow of a project is the difTerence between the reve- 
nues earned from a project and the costs in each of the years of the 
project. If a project takes several years to build, then there is a 
negative cash flow in each of the construction years to represent 
the capital cost. 

Table EX-1 gives data for a three period example which illus- 
trates this formula. Suppose the project is a boat rental business on 
a river. The investment costs $150,000 and generates the following 
data for each of three years based on market prices. Re^'enues total 
$200,000 a year. Land must be rented for $20,000 a year, labor 
must be employed at a cost of $120,000 per year, and additional 
materials worth $4,000 a year must be consumed. The net cash 
flow for each year is therefore $56,000 per year. The scrap value of 
the capital equipment at the end of the third year is $10,000. As 
shown in the table, application of the discounted cash flow formula 
gives a positive net present value of $11,140. This means that the 
project is better than investing the money at an interest rate of 5 
percent per year. 
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Table CX-1 

Private Discounted Cash Flow for a Small Example 

DATA 

Initial Capital Cost 
Annual Sales Revenue 

Annual Costs to Production, Market Prices 



Rent 

Wages 

Materials 

Annual Cash Flow 

Scrap Value 

8. CALCULATION 

CF^ 
CF^ 
CF-, 



FV 
r 



CF, 



CF^ 



NPY 



" 1+r (l+r)2 (1+r)^ {1.02^ 

uDu . 1 cn nnn 56.000 . 56.000 . 56.000 . 10.000 
NPV • 150.000 + -j^ + * 1.1 to * l.lto 

NPV « 150,000 + 53,333 + 50,794 + 48,375 + 8,638 
NPV « 11.140 



S 20,000 
120,000 
4,000 



-150,000 
56,000 
56,000 
56,000 
10,000 
.05 



$150,000 
200,000 
144,000 



56,000 
10,000 
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Now suppose that the data for the example would be changed if 
social values were taken into account. If this is a project using a 
river for recreation purposes, then one easily imagines that such a 
project might have effects outside of the costs and benefits which 
are realized in monetary form by the boating project itself. Assume 
that the presence of recreational boaters decreases the number of 
fish caught by tribal members, decreases the enjoyment which 
tribal members receive from using the stream, and that the m'^ne- 
tary value of these losses to tribal members total $41,000 per year. 
Assume that the project increases the income of workers on the 
reservation by $50,000. Before the project, total income of the work- 
ers from other work and from welfare was $70,000. With the 
project, the income of the workers rises to $120,000. 

These assumptions mean that to perform a social cost benefit 
analysis, the annual cash flow must be recalculated taking the 
social coets and benefits into account. The market price of the con- 
gestion costs— the lost fish and recreation enjoyment — was zero, 
since the operator of the boating project did not pay for them. But 
the shadow price of them is $41,000. For wages, the market price is 
$120,000, which is what the operator pays his workers. But the 
shadow wage cost is only $70,000 since that is the previous income 
received by the workers. As constructed, this project provides em- 
ployment benefits while imposing environmental costs. 

Table EX-2 applies the net present value formula to the project 
when shadow prices are used. Since no adjustments were made to 
the revenues, the market price is the shadow price, and revenues 
remain at $200,000. Total costs change, however. Land rental re- 
mains at the market rate. Wage costs are given a shadow wage 
that is $70,000.2 Materials remain at the same level. But an addi- 
tional cost of $41,000 is charged for environmental losses. The 
result is that annual costs for this example fall :o $135,000. The net 
cash flow for each of the three years of the project rise from 
$56,000 to $65,000. Applying the formula, the net present value of 
the project when shadow prices are used rises to $35,649. 



The usual practice ts to change the wage rate of workers to show employment benefits An 
equivalent approach would be to mcrease annual revenue by $50,000 while leaving the wage 
cost at $120,000 per year The net cash (Iom in each year would still be ,«'„».000 
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Table EX.2 

Social Discountec* Cash Flow for a Snail Example 



A. DATA 

Initial Capital Cost 
Annual Sales Revenue 

Annual Costs of Production in Shadow Prices 

Rent 

Wages 

Material 

Environmental Costs 
Annual Cash Flow 
Scrap Value 

B. CALCULATION 



CF, 



FV 
r 



CF, 



CFo 



CF, 



NPV 



FV 



$ 20.000 
70.000 
4.000 
41,000 



"150.000 
65,000 
65,000 
65,000 
10 .000 
,05 



(Irr) (l+r)' C+r)^ (1+r)'' 

iiDu icn nnn x 65.000 ^ 65.000 . 65.000 . 10,000 
NPV « -150.000 + -ff^ + + rTt762J * l.lte 

NPV » -150 .000 + 61.905 + 58.957 + 56.149 + 8.638 
NPV » 35.649 



$150,000 
200.000 
135.000 



65.000 
10.000 
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The internal rate of return for a group of cash flows is the inter- 
est rate which makes the net present value equal zero. The inter- 
nal rate of return can be found by searching or through use of a 
financial hand calculator. The internal rate of return for the pri- 
vate set of cash flows is 8.81 percent. The internal rate of retSrn 
for the social set of cash flows is 16.95 percent. 

Inflation must be dealt with next. An assumption that all prices 

K^Jhf fcfSo^vSLSSon": ^ 

i=rate of inflation 

m= money rate of interest 

r-=real rate of interest 
l^L^fL'^f^.^^ interest is the rate of interest in constant prices. It 

(1 + r) = (1 m)/a + i) 

Suerfwiiita s^" ' 

1.0925926 = 1.18/1.08 

When all pric^ increase at the same rate, one can calculate a dis- 
counted cash flow analysis using the real rate of interest given by 

^ anticipated prices and the moni- 

lary rate ot interest. 

v«hl?i?in*^^ ?™"^^ 1^°"^** ^ "^-^ ^ calculate net present 
value when inflation affects costs and reven':es at an equal rate: 

NPV=-CFo+ Ibtl + + . ^ 

(1+m) (l + m)» 
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Where 



CF 



NPV 
CFo 
CF2, . . . CFx 



net present value, 
capital cost in the base year, 
cash flow values in each year 



I 

m 
T 



in coii3tant prices, 
rate of inflation, 
monetary rate of interest, 
total number of years of the 



project. 

final value of the project in 



FV 



constant prices. 



This formula says that that cash flow values are larger each year 
because of inflation. An iucreaso due to inflation is not "real", 
however, and the rate of interest used to discount the cash flows 
must be larger. 

The small example can b^ recalculated with inflation to show 
that the result is the same. Suppose all prices increase at 10 per- 
cent per year. Then, since 



This says the monetary rate of interest is 15.5 percent. Table EX-3 
shows the csdculations for tlie smcdl example, llie ptesent value re- 
mains the same. 

When people refer to interest rates, they usually refer to mone- 
tary interest rates. Real interest rates are of more interest to 
economists, because of their desire to see through the veil of money 
to real goods and services. \n an actual study, one must be careful 
to use a monetary rate of interest if future cash flows are calculat- 
ed in anticipated prices, and to use a real rate of interest if all 
future cash flows are calculated in today's prices, which then are 
constant prices. It would be an error to perform the calculations in 
Table EX-1 using 15.5 percent. If one did so, the net present value 
of the project in market prices would be negative. The second part 
of Table EX-3 shows the erroneous result of using a monetary rate 
of interest with cons^^t prices. 



(1 + m) - (1 + 0 . (I + r). 



The monetary rate of interest is 



1.155 = (1.1). (1.05) 



2i6 



222 



rafale EX-3 

Private Discounted Cash Flow Analysis 
for a Small Example with Inflation 



A. Calculation done CORi^ECTLY with lOS rate of inflation, 15.5% interest rate 

CF (1+-0 CF.{l./:)2 CfJUi)^ FV{l+^)3 

NPV - CF * -J^ + -2_ + -^—J- * i 

(l+iii) (1+fn)^ {imy {imr 

NPV - -150,000 + 53,333 + 50,704 + 48,375 + 8,638 
NPV - 11,140 



Be Calculation done INCORRECTLY using constant prices but the monetary rate 
of interest o*^ 1575% 



NPV . -150,000 + ^itOOO ^ 56,000 ^ 56,000 ^ U.OOO 
1.155 {1.155r (1.155)^ {1.155r 

NPV « .mn nnn + S^yOOQ + 56.000 . 56 .000 ^ 10,000 

NPV .150,000 + -j-^ + 1.3i4025 * 175*5755 * TT^TOM 

NPV - -150,000 + 48,485 + 41,978 + 36,345 + 6,490 

NPV - -150,000 + 133,298 
NPV - -16,702 
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If the prices of different components are assumed to change at 
different rates, the analysis becomes more complicated and a mone- 
tary rate of interest must be used. In "•ny analysis of a project, one 
must preiict or make assumptions about future price trends. If the 
price of output increases at a rate that is lower than the rate of 
price increase for inputs, then the annual profitability of the 
project will decline. If the price of output increases faster than 
costs, then profits will increase. Although the agricultural example 
about to be examined assumes all prices increase at the same rate, 
this simplification may not be justified in particular cases. 

In summary, social cost-benefit analysis is the application of dis- 
counted cash flow analysis from the public rather than the private 
point of view. Private discounted cash flow aiialysis identifies a 
firm's costs and revenues of a project using marke^^ prices. Antici- 
pated costs and benefits in each year of the project are identified. 
An appropriate discount rate is used to convert ^1 future costs and 
revenues into dollars of the present year. If the present discounted 
value of costs is less than the present discounted value of benefits, 
a project is undertaken. Such projects will jhow a positive discount- 
ed present value. 

One major reason for recommending social cost-benefit analysis 
is that it begins with calculation of private discounted cash flow. A 
second reason is that market prices are adjusted to take account of 
factors which cause the market price of a good or service to depart 
from the social valine (or cost) of that good or service. Quoting 
Little and Mirrlees (p. 19): 

The essence of a cost-benefit analysis is that it does not 
accept that actual receipts adequately measure social bene- 
fits, and actual expenditures social costs. But it does accept 
the actual receipts and expenditures can be suitably ad- 
justed so that the difference between them, which is there- 
fore very closely analogous to ordinary profit, will properly 
reflect social gain. The prices used, after such adjustments 
have been made, will be called "social accounting prices," 
or for short, "accounting prices." 

The reasons for using social cost-benefit analysis, therefore, are the 
reasons that cause market prices to diverge from social accounting 
prices. This work uses "shadow price" to mean "social accounting 
price." 

Let us suppose that one is considering projects for an Indian res- 
ervation. A discounted cash flow analysis has been peiformed usir^ 
market prices. What changes might be required to transform pri- 
vate into social cos^benefit analysis? The price of land on an 
In dian reservation may not reflect scarcity values because of price 
controls exercised by the tribal council or the BIA. An example is 
the lease rate on grazing land, which may be above or below its 
true value. Because Indian land is "trust" land, it is not open to all 
types of market transactions, and therefore its price may under- 
state its social value. Trere may be substantial rates of unemploy- 
ment on the reservation, meaning that maiket wage rates should 
be replaced by shadow wage rates that represent what persons ac- 
tually give up when they accept jobs. The fact that capital markets 
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are imperfect for Indian reservations suggests that the social crwt 
of tribal funds be examined. 

Tribal governments are generally dependent on thr / aeral gov- 
ernment for many services and expenditures; therefoi*., the tribal 
government's indepenc nt revenue is especially imjxirtant When 
such funds are committed to an investment project* they may de- 
crease a tribal government's options in the short run; but a later 
increase in tribal revenue should also be valued at a shadow price. 
Another aspect of this question is the proper price tc give the aid 
available from government agencies; such aid may have strings 
which lower its value from a tribe's point of view. 

Certain projects may be more beneficial to ihe poor members of a 
tnbe, while others would benefit the well-off. The distributional 
impact of a ject would cause different weights to be assigned to 
the income of diflfe. ^nt individuals in a tribe, as opposed to the 
market value of the income. External effects should be accounted 
for m the definition of a project. If such was not done, external 
costs or benefits would need to be considered. An example is the 
externa! cost associated wi^Y projects which bring non-Indians onto 
a reservation to live. Another is pollution, and there are many 
other possible external costs. 

This presentation of social cost-benefit analysis is intended to 
show the usefulness of project analysis for a development finance 
institution. Although certain subjective matters are involved, such 
as the choice of shadow prices and a discount rate, the subiectivity 
exists within a hax .-work which limits the ability of an analyst to 
be arbitrary, if we imagine that project analysis occurs in a tery^o. 
atmosphere, public application of social cost-benefit analysis mi^ 
serve to reduce tension. As tribes be^^iome accustomed to using it, 
they would present proposals in the framework, and would expect 
to be judged within that framework. 

Past efforts at providing capital by the BIA and EDA have run 
into problems because particular types of projects were empha- 
sized. In theory, project analysis itself does not support one over 
another type of project. Each particular mix of market prices and 
shadow prices, however, would tend to support certain t^ves of 
projects. Since analysts must give and defend the reasons for each 
shadow price choice, the resulting ''bias" really represents a rea- 
sonable outcome. 

B. AN AGRICULTURAL PROJECT 

\Ve now turn to application of these principles to an agricultural 
project. This project is constructed that it provides a modest return 
when one examines only c\anges in property income. Social cost- 
benefit analysis gives different results from private cost-beuefit 
analysis. The project lowers the unemployment rate during the life- 
time of the project. Because of this effort, the rate of return calcu- 
lated with profit-type income is smaller than the rate of return 
when increased wages are counted as a beneht. Evaluations of the 
projecc will be made from four points of view: the individual Indian 
operator, the tribe, the federal government, and the American 
Indian Development Finance Corporation. 
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The agricultural project is hypothesized to involve improving the 
productivity of tribal land which formerly had been leased to non- 
Indians. This land is then leased to twenty-five Indian operators. 
The AIDFC loans the tribe $2,500,000 to finance the improvement 
of the land. The tribe contributes an additional $2,250,000 as a fund 
for lending to operators for their investment in equipment and ani- 
mals. These loans may be offered to operators at a rate of interest 
below the market rate. Operators are assumed to invest an average 
of $10,000 each from their own resources. The total investment is 
$5 million dollars. Although an agricultural project can have an in- 
definite life, for the purposes of this illustration the project period 
is assumed to be thirty years. All productivity of the project after 
the first 30 yean, is captured by an estimated final capital value of 
$2,000,000 in the first year's prices. Three-quarters of the final 
value will belong to the tribe and one-quarter to the operators. 

The project is assumed to provide 50 full-time jobs. Twenty-five 
of them are for operators of new farms; these pec e are assumed 
to have full time jobs. The other 25 full time positions are as hired 
labor, and it is assumed than these positions are filled by people 
who would be unemployed without the project. The provision of full 
time jobs creates social benefits by providing work, and iangible 
benefits to the federal government in the form of reduced welfare 
payments and increased tax revenue. 

Table AG-1 presents the basic technical data which describes the 
annual revenue and costs of the project as a whole. Annual sales of 
crops are assumed to be $2,800,000 in the first year of operation. 
Intermediate products and services are assumed to be $1,250,000, of 
which $175,000 are purchased from other members of the tribe en- 
gaged in agriculture. Value added is the difference between sales 
and the cost of materials, $1,550,000. Value added consists of pay- 
ments of labor of $800,000; rent of $500,000; and profit of $250,000. 

TABLE AG-l.-OATA FOR AN AGRICULTURAL PROJECT WITH INFLATION 



Item 1st year 2nd year 30th year 



$2,800,0000 $3,024,000 $28,175,439 

1250,000 1,350,000 12,578,321 

98,000 105,840 986.140 

57,000 M,560 573,571 

1,095,000 1182.600 11,018,609 

1,550,000 1674,000 15,597,118 

800,000 864,000 8,050,126 

500,000 540,000 5,031.328 

250,000 270,000 2,515,664 



Note-lbe assumMl rate of mflitim a 8% per year for ad cotrHxmnts 

Each year, these components all increase in magnitude because 
of inflation, which is assumed to average 8 percent during the life 
of the project. The second column cf Table AG-1 gives the compo- 
nents in the second year, and the third column gives them for the 
thirtieth year. With an assumed inflation rate of 8 percent per 
year, the final capital value of tb3 project is $2,000,000 times 1.08 
to the 30th power. The multiplication factor is 10.06267; prices in- 



Total sales 

Cost of matenals and sefvioes 
Purchased on reservatnn 

Agncuttural products 

Otiier products 
Purchased off reservation 
Value added 

Wages 

Rent .. 

Profit .... 



ERLC 



226 

crea^ bv a tactor of more than ten during the thirtv year project. 
The final value is $20,12«,.40 in prices of the thirtieth year. 

It 18 assumed that the monetary rate of interest is anticipated to 
be 18 percent for the life of the project and that inflation will con- 
tinue at 8 percent. The real rate of interest, therefore, is 9.26 per- 
cent."* 

C. THE RETURN TO CAPITAL ALONE 

The first illustrative calculation gives the present value and in- 
ternal rate of return of the project using only profit-type income, 
no matter who is the recipient. These benefits will be compared to 
the total capital outlay of $5,000,000. The components of the in- 
l^^Z^ property income are listed in Table AG-2. They total 
u S'S2?J5S^ ^® estimatet final capital value of the project 
IS f 2.000,000. The present value of the income plus the final capital 
value IS $5,663,466 at an interest rate of 9.26 percent. Since the 
capital cost is $5 mUlion, the net present value is $663,466. The in- 
ternal rate of return for this is 1.0.57 percent. According to this 
analysis, the overall financial return on this project is modest if it 
IS regarded solely in terms of its change in property income.* 

Table AG-2.— Return on combined capital account 

(Constant pnces) 

Capital outlay $5,000,000 

^IS^ 2,500,000 

f J- -J "'"i 2,250,000 

Individuals 250,000 

Annual increase in property income 



New rent to tribal land 
Profit 



550,000 

300,000 
250,000 



Final capital value 9 nnn nnn 

Discounted cash flow results- AUUU.wu 

Number of periods: 30 

Hate of interest: 9.26 percent 

Net present value: 663,466 

Internal rate of return: 10.68 percent 

D. INDIVIDUAL OPERATOR'S ANALYSIS 

This project is presented with three different options, depending 
upon what the tribe offers to individual operators on the project. 
Ihe reason for this is that the riskiness from the point of view of a 
potential operator may be greater than from the point of view of 
the tribal government. Therefore, the government may wish to 
create inducements to encourage tribal members to participate in 

(1 +^1(U8)A1 0^^^^^ ^ 25926. devised from the expression 

Mn the calculations in this and the subsequent chapters. I used one of the nnancial hund 
cu&Sx'diL^^^^^^ He;^t.Packa.rcr Hp:38C^e Hplanual f^'fiSan^^^^^ 

Pn?! i^^^^^^ Negative s^s signify outflows and positive ones in- 

fin^ vSue o/2SS?(JM^?Jf ^ f1 °^ ^ ^S' annual pavment ofls^OOO a^d a 

iJLiM Ic^S^'^'-' calculator gives a present value of - 5.663.466. Sin-e the proj«^only 
5^63 JK^u^n'^.lfp* ^Ji^'Z T P^T"* '^^ "basoning is that we should Ce to ^aj 

w n-v ^Ma^ Jt® indicated flow of payments at a rate of interest of 9 26 percent Since we 
only pay 5.000,000. the net present value is positive pcrwcut omce we 
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the project. The tribal government has two controls: the annual 
rent on land and the rate or interest to the operator. Three options 
are presented here: 

1. Rent and loan terms are determined by cost to the tribe. The 
unimproved land is renting for $200,000; this is $8,000 per operator. 
The amortization of the $2,500,000 loan for the improvement of the 
land is $248,955 per year. This is $9,958 for each of the 25 opera- 
tors. These total $17,958 for land rental. Amortization of the loan 
to each operator is $8,963 per year for the thirty years. 

2. The rent is above cost, but the loan is below the market rate, 
a t r = 5 percent. In this case, rent for the land remains at $17,958. 
The loan's annual cost falls to $5,856 per year per operator. 

3. The rent is t^bove cost, at 20,000 for each operator, but the 
loan is below cost, at r = 5 percent. 

These three options each have different implications for the indi- 
vidual operator s analysis and for the tribal social cost-benefits 
analysis. The third of these options was arbitrarily chosen to serve 
as the one used in the calculation of effects with the social account- 
ing matrix. 

Table AG-3 gives the annual data for an average operator. The 
top half of the table shows the data in money prices which increase 
at the rate of inflation. The second part of the table shows the divi- 
sion of gross property income for each of the three options, in con- 
stant prices. The first column in the top half of the table is taken 
from the data in Table AG-1. Each operator is assumed to be one- 
twenty-fifth of the total. For all options, a value of sales, cost of 
materials, and wages are the same. For convenience, the wage of 
the operator before he started the project is charged as a wage cost 
rather than included in the net cash flov/. This is done to avoid 
mixmg wages with property-type income (although most fanners do 
not separate these in their own accounts). The last line of the first 
part of the table gives the total property income (that is, rent and 
profit) as $30,000 per operator. 

TABLE AG-3 -INDIVIDUAL OPERATOR'S ANNUAL DATA 

A tnfUtion showi 



Item 



1st year 


2d year 


30th yeir 


$112,000 


$120,960 


$1,127,018 


50,000 


54,000 


503,133 


6?,000 


66,960 


623.885 


32,000 


34.560 


322.005 


(18.000) 


(19,440) 


(181,128) 


(14,000) 


(15,120) 


(140,877) 


iO,000 


32.400 


301.880 



Total saies 

Cost of materials and services 
Value added 
Wages 

(Operator) 
(Hired workers) 
r%ss property income 



B Three options m constant prices 



Option 1 Option 2 Option 3 



Gross property income 
Less 

Rent 

Amortization on loan 
Federal taxes 
Equals 
(^sMIow 

(Cf whicti, depreciation is ) 



30,000 


30,000 


30,000 


-17.958 


-17.958 


- 20,000 


-8.963 


-5,856 


-5,856 


0 


-500 


-200 


3,079 


5.686 


3,944 


3,000 


3,000 


3.000 
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In the second part of the table, the $30,000 is broken up in differ- 
ent ways, depending upon the option. Rent is $17,958 for the first 
two options and rises to $20,000 in the third. Amortization of the 
tribal loan is $8,963 In the first option and $5,856 in the last two. 
Depreciation is assumed to be $3,000 for all three options. Once de- 
preciation is subtracted from cash flow in tLe first option, the net 
mcrease in the operator's income is only $79. Therefore, taxes are 
assumed to be zero. In the second option, $6,186 is available to the 
operator after subtracting rent and loan amortization. Subtraction 
of depreciation gives net income of $3,186. It is assumed that $500 
in income taxes would be paid on this. Therefore, the operator's 
actual cash flow is $5,63G. In the third option, net income for the 
operator is less, and his taxes are therefore also less, $200. 

Table AG-A gives the operator's private discounted cash flow 
analysis under each option. Assuming each operator applies a real 
discount rate of 9.26 percent, the result for the first option is that 
the present value of the project is over twice the operator'3 contri- 
bution. This return is above that shown in table AG-2 because of a 
leverage factor: Most of the return above costs goes to the operator, 
who has contributed only 5 percent of the capital. 



Table AG-4. — Operator*8 discounted cash flow analysis 

{Constant dollars] 



All options: 

Number of periods 30 

Initial capital outlay $10,000 

Final capital value $20,000 

Option 1' Rent and loan determined by r = 9.26 percent: 

Annual cash flow $3,079 

Present value at 9.26 percent .•22.327 

Internal rate of return (percent) 30.80 

Option 2: Rent determined by r = 9.26 percent, loan at r = 5 percer... 

Annual cash flow $5,68C 

Present value at 9.26 percent $48,502 

Intei^.ial rate of return (percent) 56.86 

Option 3: Rent above cost (at $20,000). loan below cost (at 5 percent) 

Annual cash flow $3,944 

Present value at 9.26 percent $31,009 

Internal rate of return (percent; 39.44 



The present value for the second option is even higher, $48,502. 
The internal rate of return is 56.86 percent This is the best option 
of the three for the operator. 

For option 3, the present value of the project is more than four 
times the operator's contribution of $10,000. The internal rate of 
return for an operator is 39.44 percent. This hefty rate of return is 
partly due to the leverage factor mentioned above, and Partly Gue 
to the fact that the tribe offers him a loan at the favorable rate of 
5 percent after inflation. (If inflation is r^dsumed to be 8 percent, 
the money rate of interest on the loan is 13.4 percent.) 
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E. TRIBAL ANALYSIS 

There are two ways to conduct the tribal analysis. The first con- 
siders only cash outlays and cash returns of the tribe in calculating 
the costs and benefits the project The second combines the 
tribe's position with that of its members. This gives a social cost- 
benefit analysis. Table AG-5 gives the costs and benefits to be con- 
sidered in evaluating the project from a tribal point of view. The 
tribe's new cash flow is the net increase in lease income from the 
land and the amortization of each farm operator's loan. Other ben- 
efits are the net increase in the incomes of formerly unemployed 
tribal workens, and the net increase iii the income of tribal farm 
operators. 

The top half of Table AG-5 gives the data that applies to all the 
options. The tribal government spends $2,250,000 of its own funds, 
and tribal members spend $250,000. The tribe gives up its current 
lease revenue on the land, $200,000. It must repay the loan from 
the AIDFC at a real rate of interest of 9.26 percent. This treatment 
of the AIDFC loan follows from an assumption that the loan will 
be available only for this project. Tlierefore, it is a cost only when 
repaid, not when originally accepted. The total annual costs, there- 
fore, are $448,955 per year. 

TABLE AG-5.-1RIBAL BENEFITS AND COSTS 



[Constant doRarsj 



Initial capital outkiy 

Trioal govemfnent ... 
Individual tn!}a( members 






$2,250,000 
250,000 


Annual ccsU 

Fofegone lease reventie. . . 

Amortization of AIDFC loan at the real rate of interest (r^ 


9 26 percent) . 




200,000 
248.955 


Subtotal ... . . . 






448.955 




Amujal benefits 


optnn 1 


Option 2 


Option3 


Tntai revenue 

Rent on tnhal land 
Amortisation of loans to operators 


$448,955 
224.059 


$448,955 
146.391 


$500,000 
146.391 


S4JbtOi«l tribal revenue 
Subtotal, tnbal net benefits 


673.014 
224.059 


595.346 
146.391 


646.391 
197.436 


tnbal members 
Net mcrease in wage mcome 
Net cash flow of farmers 


215.500 
76.986 


215.500 
142.1'>0 


215.500 
98.616 


Subtotal, (Odtviduars cash flow 
Total, net benefits 


292.486 
516.545 


357.650 
504.041 


314.116 
511,552 



The benefits depend upon the option chosen. The tribal revenue 
comes from rent paid by operators and from amortization of the 
tribal loans. The revenue is $673,014 for the first option. This is 25 
times the amount paid by each operator, which is in Table AG-3, 
Each operator pays $17,958 in rent and $8,963 in loan amortization 
in the first case. Tribal revenue is highest in the first case, lowest 
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in the second. Tribal net benefits are obtained by subtracting the 
annual costs of $448,955 from each of the revenue figures. 

It is assumed that all of the hired labor would be unemployed 
and receiving welfare payments had this project not been under- 
taken. This can be interpreted to mean that on average the extra 
unemplojrment experienced by workers on the reservation would 
have been 25 additional person-yearb during the lifetime of the 
project. A new source of steady employment is created when the 
project goes into operation. (The assumption does not mean that 
approximately 25 workers would have been permanently out of 
work for thirtv years. Periods of unemployment probably would be 
spread over a large number of people.) 

With this interpretation, then, there are an additional 25 worker 
years of employment at an anniud wage of $14,000. Iliis leads to an 
annual reduction of transfer pajonents of $3,000 per worker and an 
annual increase of $2,380 in income taxes, llierefore, the net 
return per worker if $14,000 minus $5,380, or $8,620. For all 25 
workers, the return is $215,500 per year in constant dollars. This is 
the first of the benefits to individual tribal members which the 
tribal government will consider as a benefit. 

The second individual set of benefits foUovs from the net cash 
flow of farmers. These figures are taken by multiplying the values 
in Table AG-3 by twenty-five. The total individual benefits are 
$292,486 in the first option, $357,650 in the second, and $314,116 in 
the third. 

Table AG-6 gives the two different discounted cash flow analyses 
for each of the three options under consideration. When only tribal 
revenue is considered, the present value of the project, is negative 
for the two options that involve subsidies to operators. (The present 
valtie is positive in the first option because of the final capital 
value, which is worth $105,279 in present value at the real rate of 
interest.) When the benefits to tribal members are added, along 
with the additional capital outlay of the operators, the net present 
value becomes positive and the internal rate of return is above 20 
percent for each of the three options. 



TABLE AG-6.-TRIBAL DISCOUNTED CASH FLOW ANALYSIS 



option 1 



Option 3 



I Tnbal cssh flow only 
Number of periods 
Initial capital outlay 
Final cafMtal value 
Annua) l)eneftts 
Annual costs 
Annual cash flow 
Present value, r=926 percent 
Ititemal rate of return (percent) 



$673,014 $595,346 $646,391 

-$448,955 --$448,955 -$448,955 

$224,059 $146,391 $197,436 

$105,279 -$674,663 -$162,070 



30 

$2,250,000 
$1,500,000 



975 699 851 



II Tnbal and individual cash flows 
Number of periods 
Initial capital outlay 
Final capital value 
Annual tnbal cash flow 
Annual individuji's cash fkMv 
Annual total cash flow 
Present vakie. r=926 percent 
Internal rate of return (percent) 



$2.^>.)0.DO0 

$:,ObO,ooo 

$224,059 
$292,486 
$516,545 
$2,827,511 



2065 



30 



$146,391 
$357,650 
$504,041 
$J,701.946 



2014 



$197,436 
$314,116 
$511,552 
$2,777,372 



2045 
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F. THE FEDERAL ANALYSIS 

The federal analysis from the point of view of the loan amortiza- 
tion only would show no net benefit, whether or not the federal 
government regards the expenditures by the AIDFC as federal ex- 
penditures. The reason is that the AIDFC is obtaining the market 
rate of interest on the loan. 

But from a broader federal perspective, there is a positive 
present value for the project because of the change in federal reve- 
nue and costs due to the additional emplojmient of 25 full time 
workers on the reservation. Each of the hired workers will pay 
$2,380 in income taxes and will receive an average of $3,000 less 
transfer payment income. The total increase in revenue for the fed- 
eral government is $134,500 because of the employed workers; the 
present value is $1,350,647 for the first 30 years. In addition, each 
of the farmers will pay additional taxes if the tribe adopts either 
Option 2 or Option 3. 

Under Option 2, each farmer pays an additional $500 a year in 
taxes. This leads to a federal benefit of $12,500 for the operator's 
taxes; when added to the change due to employing the hired labor, 
the total feaeral benefit is $147,000 per year. The present value is 
$1,476,172. 

Under Option 3, each farmer will pay $200 additional per year 
because of an increase in income above the previous ..alary. The 
total change in the budget of the federal government is an increase 
of $64,500 in taxes and a decrease of $75,000 a year in transfer pa^ 
ments. There is a net benefit of $139,500 per year; the present 
value of this flow over 30 years is $1,400,857. 

One could calculate an internal rate of return from the federal 
poin: of view if one assumed that the AIDFC capital contribution is 
a federal cost. In the AIDFC analysis in the next section, the feder- 
al returns are counted, but thev aren't examined separately. The 
annual returns to the federal government would be the $139,500 
just discussed plus the $248,954 amortization of the loan. With an 
initial capital value of $2,500,000 and an annual return of $388,454 
per year for thirty years, the int^^mal rate of return would be 15.3 
percent. 

G. THE AIDFC ANALYSIS 

(1) Financial 

The point of view of an American Indian Development Finance 
Corporation is examined next. The AIDFC itself is involved only 
through its loan, which is made to the tribe at the market rate of 
interest. Of course, the net present value of this loan is exactly 
zero, since it will be paid off in thirty years at the g*" ng rate of 
interest. 
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(2) Social 

The AIDFC should also consider the social benefits to the tribe 
and the social benefits to the feaeral government. Tlie tribal social 
benefits are given in Table AG-6. The federal benefits are those 
discussed above that result from a decrease in transfers and an in- 
crease in taxes. Federal benefits are increased in options 2 and 3 
because the farm operators pay income taxes. These are matched 
exactly by decreases in the cash flow of operators. The only extra 
federal benefits are the income taxes paid and the transfers not re- 
ceived by formerly unemployed workers. Therefore, the total social 
benefits are the same for all three options. It does not matter 
which of the various people or institutions receive the benefits, 
since we are not assigning different weights to each of them. 

For this reason, we can look at total benefits as the sum of all 
additional property income, extra net wages to workers formerly 
unemployed, and the change in the federal budget due to taxes and 
transfers. The increase in rent and profit totals $550,000 (See Table 
AG-2), the new income of workers is $215,000, and the increase in 
the federal surplus due to tax and transfer chaiiges is $134,500. The 
total social benefits are $900,000 each year. The second part of 
Table AG-7 provides the AIDPC's social cost-benefit analysis. The 
total capital cost is $5,000,000. At the going real rate of interest, 
this project has a net present value of ^,178,162. Its internal rate 
of rotum is 17.92 percent. 

TABLE AG-7.-AIDFC ANALYSIS 



I Rnancial: 

Number of periods - - ... 30 

Rata of interest (percent) 9 26 

Initial capital outlay $2,500,090 

Aimual payment $248,955 

Net present value 0 

II. Social analysis: 

Number of periods 30 

Rate of interest (percent) 926 

Initial capital outlay $5.000,()00 

Rnal caiiiltal value $2.00.000 

Annual net benefits 1300.000 

Wages $215,500 

Rent and profit $550,000 

Federal $134,500 

Net present value $4,178,162 

Internal rate of return (percent) 17.92 



H. iNsrmmoNAL analysis of an agricultural project 

An essential component of an analysis of an agricultural project 
would be examSation of institutional issues. The checklist at the 
end of Chapter 2 would assist identification of important factors. 
Results would depend upon the particular situation. That this 
chapter uses an imaginary example makes illustration oi such 
analysis very difficult. Too many possibilities exist to make a single 
set of answers believable. Rather than proceed to describe a non- 
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existent situation, this section provides a few remarks about the in- 
stitutional possibilities. 

Authority.-^The agricultural project design assumes that single 
proprietorships are eiTective ways for farms to be organized. This 
seems to be a reasonable assumption, since many individual Indi- 
ans are employed in agriculture on Indian reservations, primarily 
in ranching. The remarks in the section on authority in Chapter 2 
are concerned mainly with the organization of lai^ge enterprises 
where the labor force is greater than that of an operator and one 
laborer. 

Kinship and generosity.— The main argument of the kinship sec- 
tion was that ^e cannot say whether or not duties to one's kin will 
affect the operation of a business. Thus, it is reasonable to assume 
that single proprietorships can function without a drain on the in- 
dividual 8 ability to preserve the capital value of his enterprise. 
But, since the issue is often rais^, an analyst would want to inves- 
tigate the experience of individual farm or ranch operators on a 
reservf.tion to verify that the single proprietorship form of organi- 
zation can resist demands that its capital be dissipated. 

Welfane.— The main recommendation of the welfare section is 
that projects which provide alternatives to welfare be large enough 
to move a person far from the welfare margin and that the project 
offer hope of a permanent change in status. The agricultural 
project has both of these characteristics. 

Patrcn<lient politics.— A system of electoral patron-client politics 
might affect an agricultural project in at least three ways. First, 
the selection of operators on the project would be of great interest 
to patrons wisMi^ to assist their clients. Since the opportunity to 
benefit from tribal and AIDFC investment would be alluring, the 
conseouent political activity should be taken into account. A need 
for equitable allocation of this opportunity might contribute some- 
what to depoliticizing the project. But it is difHcult to imagine that 
a project could be completely separated from political action. 

Second, the financial terms offered to operators would be a sub- 
ject of considerable debate. This is an aspect of the value of the 
benefit received by operators. The larger the apparent subsidy from 
the tribe to operators, the larger is the importance of considering 
income distribution questions. Would the potential operators be 
from the rich or the poor on the reservation? 

Third, the construction of the project could become embroiled in 
patron-client connections. No discussion is offered in this Chapter 
on the subject of the organization and design of the expenditure for 
capital construction for the agricultural project. The assumption 
was that the project could be constructed in an efficient manner. 
But in the political situation on a reservation, political connections 
to patrons in either the Council or the Bureau might be important 
in the choice of contractors to improve the land for the project. 
Possible unfortunate aspects of political rather than technical se- 
lection of construction firms might matter. 

CommoA property.— A^mbling land for use in an agricultural 
project may involve much acljustment in land tenure. The exact 
problem would be different on even' reservation. But whether or 
not allotted land is involved would be important. Usually, land is 
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being used by someone, and the rights and political power of those 
users needs to be taken into account. 

Transaction costs.— One major transaction cost for individual op- 
erators of agricultural enterprises is that access to capital on the 
private market is difficult. This difficulty is taken into account in 
the design of the agricultural project, since it includes the avail- 
ability of loans to the operators from the project. Even so, there 
may be costs which are underestimated in the given data. 

For instance, there was no discussion of the availability of exten- 
sion aid to the operators. No agricultural project of substantial 
magnitude can succeed without some attention to the provision of 
technical assistance to operators as they modify their production 
activities to take advantage of new opportunities. It may be that 
extension aid is available only through the State, and that Indian 
operators have problems getting help. 

I. IMPACT ON RESERVATION ACCOUNTS 

A next step in analyzing the agricultural project would be to 
chart the changes in reservation accounts. Chapter 3 presented an 
accounting framework that might be used to trace through the ef- 
fects of a project on a reservation's economy. ITie purpose of this 
sectior Lj to use the 10 by 10 accounts presented in that chapter to 
examine the effects of a project. The tables presented so far in this 
chapter examine only the "direct" effects of project. The more curi- 
ous reader may be interested in other effects. For instance, does 
the purchase of consumption goods by workers in this project help 
other sectors on the reservation? Does the purchase of inputs to the 
agricultural activity on the many farms aid other agricultural pro 
ducers on the reservation? How much of the ad^tional incom 
earned on the reservation stays on it, and how much is "leaked 
out to the surrounding economy? Questions such as these can be 
answered with a social accounting matrix, a SAM, providing one is 
willing to accept some assumptions. 

In carrying out an analysis with a social accounting matrix, it is 
helpful to do so in stages. First one examines the direct effects, and 
shows how the direct effects create imbalance in a SAM. The defi- 
nition of "imbalance'' is that the sum of each row no longer equals 
the sum of each column. The next step is to move towards balance 
by changing other parts of the SAM so that some of the row and 
column sums are equal. One might choose as a goal the attainment 
of a new full-balanced SAM. Although this would be a useful exer- 
cise, our purpose is only to gain insight about the possible conse- 
quences of a project. The SAM itself does not provide enough infor- 
mation to serve alone as a tool for predicting the consequences of a 
new economic activity. To predict all the consequences, one has to 
know something about the behavior of various parts of the econo- 
my when there is change. The SAM only tells us where we are. Or, 
in the case of this example, where we imagine we are. 

Looking ahead, Tables AG-8 and AG-9 present two steps towards 
balancing our SAM. Table AG-8 shows the "direct" or "first 
round" changes in dollar flows during any of the years of operation 
of the project, using the 10 by 10 example of a reservation social 
accounting matrix. This table does not present the indir«»ct or in- 
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duced effects of the project; for this reason the changes do not 
result in a balanced set of accounts. In order to balance the ac- 
counts, one must chart out the impacts of extra purchases by the 
producers in the agricultural project both for purchases of inputs 
m agriculture and purchases for their own consumption. Table 
AG-9 presents the effects of the additional purchases just described 
on output in the two production sectors. Most accounts balance; but 
the government, capital, and the rest-of-world accounts are not in 
balance. A third set of assumptions and computations would have 
to be made to complete the rebalancing of the social accounting 
matrix. Tables AG-8 and AG-9 present the first steps, therefore, in 
the use of a SAM to examine the impacts of a new project on a 
reservation's economy. 
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(1) Agriculture 
(?) All Other 
(3) Imports 



(4) Finrs 

(5) Households 

(6) Governments 

(7) Labor 
(fl) Property 



(9) Capital 



(10) Rest of World 



Totals 



Ralance? 



TaMe AG>8 
Direct Effect of A9ricultural Project 
Expenditures ($000's) 



PRODUCTION 



Agrf 



♦98 
♦57 



♦l.bSO 



♦1.095 



♦2,800 



No 



Other 

(2) 



No 



Iniports 
(3) 



♦233.1 



Yes 



INSTITUTIONS 



Ff rms 
(4) 



♦ 5 
♦898.6 
♦397.4 



♦249.0 



♦1»550 



Yes 



Households 
(5) 



♦6.5 
♦48.3 

♦233.1 



♦59.5 



♦26.2 



♦373.6 



Yes 



Governments 
(6) 



No 



-a 



Sir 



labor 



♦448.6 



♦448.6 



Yes 



Prope'-*> 

(B) 



♦197.4 



♦197.4 



Yes 



Capital 

(9) 



No 



♦2 .800 



Rest 

Ul 

Wor'.d 



Totals 



♦2,904.5 
♦105.3 
♦233.1 



-75 



-450 

-200 



♦1,550.0 

♦373.6 
^261.9 
♦448.6 
♦197.4 



-264.9 



♦ 10.3 



♦1,328.1 



1.801. 



Np 



SoMff Induced EffKtt of tht Afikulturil frojKt 



EipcndUurct 



Afrlcultiir* 
All Other 
lii^rts 


PROOUCTl ON 


INSTITUTIONS 


Cepltel 

(9) 


Rett 
of 
World 

(10) 


EFFECTS 


fn' 

(1) 


Other 

(2) 


laiportt 

(3) 


(«) 


NouMholdt 

(5) 


CoverfMcntt 

(6) 


Lthor 

{^} 


Property 

(8) 


Total 
Induced 


Total 
Olrect 


Olrect 1 
Induced 


♦5 * 


♦ • 

♦ 7.0 






♦1 8 
♦13 0 
♦«2 9 












♦ 11.7 
♦25.3 
♦62.9 


♦2.904 J5 
♦ 105 3 
♦'33.1 


2.916 2 

130 6 
296 0 


FliW 

HouttlMldt 
(overflMifitt 
Utor 
rroferty 


♦51 7 


♦75 5 




♦1 < 
♦95 9 

♦12 


♦17.4 




♦95 9 


♦< 2 






♦127 2 
♦102.1 
♦27.0 

♦6.2 


♦1,550 
♦373.6 
♦261.9 
♦448 6 
♦197.4 


11.677.2 
475 7 
268.9 

203 C 


CipHal 








♦ 15 5 


♦7 0 












♦5 9 


♦10 3 


♦16.2 


Rett of Uorld 


♦50.1 


♦47 4 


♦«2 1 
















♦160 4 


♦1.328 1 


1 n 5 


Totol Induced 


♦lli.2 


♦130 < 




♦ 127.2 


♦102.1 


0 


♦95.9 


H 2 


0 


*16 6 








ToUl Dlmt 
(TeMe AG-I) 


»2.I00 




♦233.1 


♦1.550 


♦373 1 


♦0 


♦440.i 


♦197 4 


0 


^1,110 1 








Direct end 
Induced 


»2.flt.2 


♦ 130 t 


♦m.o 


♦1,«77.2 


♦475 7 


♦0 


♦544 5 


*203.l 


0 


»!.793 5 








It leUect 

Achieved 


Vet 


Vet 


Vtt 


Vtt 


Vet 


No 


Vet 


Vet 


No 


No 
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The analysis of the agricultural project up to this point has had 
three options and each option was evaluated. The effects on the 
SAM will be charted only for the third of the three options. The 
fit3t round effects of the project consist of the following changes, 
presented in Table AG-8: 

1. An increase of $2,800,000 in exports. This is the entry in row 1, 
column 10. The sales of agricultural products from the project is 
assumed to be entirely to purchasers off the resei-vation. Column 1 
gives the way in which the project purchases materials, labor, and 
rent. The increase of $2,800,000 in row 1 is matched by an increase 
of $2,800,000 in column 1, to which we now turn. 

2. Column 1 shows how the total sales value of agricultural prod- 
ucts is distributed to vcdue added and to purchased material inputs. 
These numbers are taken from the first column of Table AG-1. Ma- 
terial inputs come from three sources. Imports account for 
$1,095,000 of the cost of production. Material inputs purchased on 
the reservation are $98,000 from other agriculture, and $57,000 
from all other sectors on the reservation. There is an increase of 
$1,550,000 in value added in agriculture (row 4, column \). Next we 
examine the impact of value added in other parts of the matrix. 

3. Column 4 shows the distribution of the net increase in value 
added. Wages increase by $8P8,600. This is the sum of wages paid 
to hired workers, $350,000, wages of operators before the project 
occurs, $450,000, and self-employment net cash flcv. of $98,600 to 
farmers (Option 3 in Table AG-3). Property incomes created on the 
reservation increase by $397,400. Governments receive an addition- 
al $5,00^; this is pavment by operators of their contribution to their 
worke FICA Social Security tax. There is a payment of $249,000 
to the capital account. This is the annual pajrment to amortize the 
loan from the AIDFC (which has been rounded upward from the 
figure of $248,955 given in Table AG-5). It is entered in column 4 
row 9 as a positive entry and in column 10 of the same row as a 
negative entry. (The act ual number in column 10 of row 9 is larger 
because it includes an outflow of savings by households). The next 
step is to examine each of the rows which have been affected by 
these changes in the third column. 

4. The increase in labor income from the project is $898,600 (row 
7, column 4); but the net increase in labor income in the reserva- 
tion is less, because the operators are already employed. Assume 
all the OP' ators were working for non-Indians. Then we must 
reduce labor income from the restof-world by $450,000, the wages 
which these operators would receive without the project. Such 
wages are shown by the negative entry in row 7, column 10. Thus 
the net increase in labor income is $448,600. This is shown as the 
sum of row 7. This sum is entered in column 7 as a payment by the 
factor, labor" to households. 

5. Row 8 shows the changes in property income. The project pays 
$397,400 to the tribe as earnings on tribal property. R^-nt of land to 
outsiders falls by $200,000. This is shown by the -200 in row 8, 
column 10. The net increase in property income is therefore only 
$197,400. This is the sum of row 8 and is entered in column 8 as a 
pavment by tribal property to the tribal government. 

Wa have now exammed all of the entries in the interior of Table 
AG-8 which are immediate impacts of the agricultural project. The 
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next step is to examine the ways in which these entries affect other 
parts of the table. I have chosen to put one more step into this 
table, by showing how households dispose of the additional income 
which they receive. This is done by showing their expenditures. 
But before examining their expenditures, we must reduce their re- 
ceipts by the reduction in transfer pEyments. 

6. Transfer payments are reduced by $75,000; this represents the 
assumed reduction of $3,000 per worker that is no longer unem- 
ployed. It is entered as a negative entry in row 5, column 10, where 
we record payments from governments to households that are 
transfers from the rest-of-the-world. 

7. We now turn to household expenditures, column 5. The sixth 
entry in column 5 shows taxes paid by houseliolds to governments, 
$59,500. This represents income tax and FICA tax payments to the 
federal government. The total taxes paid are taken from the calcu- 
lation in section 4.E that total federal taxes under Option 3 are 
$64,800. Part of this total is FICA taxes paid by firms (the $5,000 
entry in row 6, column 4), and the remainder is FICA tax and 
income tax paid by households. 

8. Rows r and 2 of column 5 show the purchase of products pro- 
duced on the reservation by households. They purchase $6,500 
worth of agricultural products and $48,300 worth of other products 
and services on the reservation. 

9. Purchases of goods and services produced off the reservation 
are entered as imports on the rest-of-world account. This is the 
largest type of expenditure by households, a total of $233,100, en- 
tered in row 3, column 5, and again in column 3 of row 10. 

10. Row 9 of column 5 shows savings by households. Such savings 
are assumed to be $26,200. Of this, savings invested off the reserva- 
tion are $15,900. This is entered in row 9, column 10, as a negative 
flow. The total outflow on the capital account is the sum of this 
figure and the amortization of the AIDFC loan. 

This completes the description of the entries within Table AG-8. 
We now should bark off a bit and examine the imbalances which 
have now Deen created in the reservation accounts. This means 10 
comparisons must be i ^ade, as follows: 

-Rom; and Column i.— The row and column do not balance. The 
column sum is the increase in expenditures of the agricultural 
sector caused by creation of the project, $2,800,000. The row sum is 
the additional demand for production of agricultural products. The 
largest entry, the export entry, matches the column. But there are 
two additional entries, the purchase of agricultural goods by house- 
holds, $6,500, and the purchase of inputs by the project, $98,000. 
The row sum is $2,904,500. 

Row and Column 2, — The row sum represents additional pur- 
chases of goods from "all other** production on the reservation of 
$48,300 by consumers and $57,000 by the project. The column sum 
is zero, and consequently the changes do net balance. 

Row and Column These balance by definition, since the im- 
porting activity is in the table to serve the purpose of handling the 
consumption of imported goods. 

Row and Column 4 — This account is balanced. All the new value 
added is distributed by column 4 to the sectors that receive it. 
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Row and Column 5.— The changes in the income and expendi- 
tures of households also balance. This occurs because we have 
shown the household expenditures in column 5. 

Row and Column ft— The changes in these do not balance. Ex- 
penditures by governments have not changed. Receipts >f govern- 
ments have increased by $261,900 (the sum of changes in row 6). 

Row and Column 7.— The entries balance, $448,600 is added as 
receipts by labor and as expenditures by labor to households. 

Row and Column 5.— The changes in this row and column also 
are equal. 

Row and Column A— There is an increase of $10,300 by the cap- 
ital account on the reservation, shown by the row sum. The row 
sum is the ne„ on-reservation saving by households. The entire 
entry in column 4 of row 9 is the payment to the AIDFC, this is 
then subtracted in column 10 to zhow it as an outflow on the cap- 
ital account. The negative value of -264.9 is the sum of the AIDFC 
pavment and investment in off-reservation institutions by house- 
holds. This latter amount is $15,900. But we do not vet know how 
this saving by households was invested, which would show up in 
column 9. There is no balance here. 

Row and Column 10.— -The sum of row 10 is the total change in 
the value of goods and services imported by the reservation econo- 
my, $1,328,100. This is the sum of imports by consumers and im- 
ports by producers in agriculture. The column sum has five parts. 
Exports of agricultural goods increase by $2,800,000; transfers to 
households fall by $75,000; receipts of labor services decrease >^y 
$450,000; receipts of land services decrease by $200,000; and theie 
is an outflow on the capital account of $264,900. The total change 
in the co. n sum is $1,810,000. The row and column sums do not 
match. The reservation economy can purchase an additional 
$482,000 from the rest-of-world. But we need to identify the pur- 
chasers in order to balance this account. And things will change in 
row and column 10 when we try to balance other parts of the table. 
Since there is no exchange rate between a reservation economy 
and the American economy, a ze^-o balance of payments can only 
be achieved through changes in the quantities exchanged between 
the reservation and the American economy, or by price changes. 

The next step is to attempt to remove of the imbalances just 
listed. There are five balanced and five unbalanced accounts. One 
can obtain seven balanced accounts by tracing through the effect of 
additional purchases of agricultural and "all other'^products. The 
goal is to balance row and column 1 and row and column 2. Doing 
so is a bit complicated, since if we increase the production of goods 
in order to satisfy the extra demand, this increase further in- 
creases household income and thus requires still more of an in- 
crease in goods to meet the extra demand for consumption. In addi- 
tion, the increase in output of agricultural goods and of "all other" 
goods also increases the demand for e^^cn type of good. 

Fortunately, techniques exist whiA allow one to work through 
all the changes caused by changes, in order to arrive at a solution. 
This has been done using LeontiefPs method of solving input- 
output models and the results are shown in Table AG-9. The 
reader should not expect to be able to understand the methods 
used in computing the answer. One calculates the consequences of 
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increasing the production of agricultural products by $104,500 and 
of increasing the production of all other products by $105,300. The 
first of these numbers come from adding the increases in demand 
for agricultural products over and above the output of the new 
project. This is the sum of the first and second numoers in row 1 of 
Table AG-8, namely $6,500 + $98,000. The second number is the 
sum of row 2 of Table AG-8. 

Some assumptions had to be made. First, one needs to distribute 
extra value added to factors of production. Second, one must dis- 
tribute additional income received by households over the expendi- 
tures of households, namely, taxes, consumption, and saving. These 
assumptions are listed in Table AGr-10 and Table AG-U. The cal- 
culations are laid out in Table AG- 13, for examination by those 
who have stucUed input-output algebra. Most readers will be inter- 
ested only in the results. 

TABLE AG-10.— DISTRIBUTION OF VALUE ADDED TO FACTORS OF PRODUCTION 



Proportional (fvonn 
of SI n value KkM 



Labot incoffw of households 7543 

Property income of housefwlds 0429 

(Total houselNM itKome) ( 8029) 

Equity tficonie of tntnl government 0755 

Retained eamnss on reservation 0244 

Retained earnings off reservation 0973 

Total value added 1 0000 



TABLE A6-11.-MARGINAL BUDGF SHARES OF HOUSEHOLDS 

Proportional 
distnbution of $1 m 

deposable NKbRK 

Agriculture 020() 
Allottwr 1539 
Imports ?4?1 
Saving on reservation 0327 
Saving off reservation C505 



Proportional ^mJut out of mcmw 
(marfmal tax nw <$ 1704) 



Agrcutture 017^6= 0208* (1- 1704) 

Allottier 1277= 1539* (1- 1704) 

Imports 6156= 7421* (1-J704) 

Saving on reservation 0271 = 0327* (1- 1704) 

Saving off reservation 0419= 0505* (1-.1704) 



TABLE AG-12.-1ECHNICAL PROPjCTION COFFFICIENTS 



Purchastni sector 

Sdlmg sector 



Agnculturf All other 

Agricultur: 0787 005/78 

All other 04537 05351 

imports 4315 3629 
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TABLE AG-12 -TECHNICAL PRODUCTION COEFFICIENTS-Continued 



c Purchasing sector 

Selhng sector - - 

Agriculture All other 

Value added 4444 5778 

Sum jQ IQ 



TABLE AG-13 -MODEL CALCULATIONS 



Purct«smg sector 



Agricutture Other Households 



I Technical coef^ictents, housetwids endogenous (the A matrix) 

Selling sector 

0787 005778 01726 

r^^,,^ 04b37 05351 012770 

Households 3569 4541 0 

II Total requirements matrix (R) (the inverse of I -A) 

Selling sector 

1 09442 17008 02106 
11218 1 12885 U609 

Households 44256 52997 1 07532 

III Change m final demands (F) 

Agnculture j04 5 

105 3 

Households 0 q 

IV Change m output (X) (equals R*F, matrix multiplicat«).i, as shown) 

Agriculture 116 16= 1 09442* 104 5 + 017008*105 3 
Other 130 59= 11218*104 5 + 1 18885*105 ? 
Households 10205- 44266*104 5+ 52997*10''3 

V Values of computed changes by sector (the first three rows are A*X) 

Selhng sector 
Agriculture 
Other 

Households 
Imports 

Other value added 
Taxes 
Savings 



9142 


0 754 


1762 


5 270 


6 988 


13 034 


41457 


60608 


00 


50122 


47 39 


62 857 


10167 


14 350 


00 






17 412 






7 000 



Let us return to Table AG-9 and examine the results. The interi- 
or of the table gives the changes calculated using the data in 
Tables AG-10 and AG-11 and shown in Table AG-12. We now ex- 
amine all rows and columns again. 

Row and Column i.— These represent the transactions of the ag- 
ricultural sector of the reservation. Fron Table AG-8, we obtained 
an increase of $104,500 above the extra output of the project. The 
entries in row 1 give the additional demand which was caused by 
the extra output of agriculture and other production on the reser- 
vation. There is an additional demand of $1,800 in consumption, 
$9,100 in inputs into agriculture, and $800 of additional inputs into 
all other production on 'he reservation. The column gives the pur- 
chases of the agricultural se'^tor for producing both the original 
extra $104,500 and the further $11,700. There is an additional 
$51,700 in value added, $9,100 of purchases within agriculture, 
$5,300 of purchases from other production on the reservation, and 
additional imports of $50,100. The column sum shows the full value 
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of the extra production, and the row sum gives just the additional 
production needed to obtain balance. When the row sum, $11,700 is 
added to the row sum of Table AG-8, the grand total equals the 
grand total of the column sums of column 1 in Tables AG-8 and 
AG-9. The result is balance in row and column 1. 

Row and Column Table AG-8 gave an increase in demand of 
105.3 for all other production on the reservation. This and the addi- 
tional demand for agricultural products spurred an extra $25,300 
worth of production in all other sectors on the reservation. Row 2 
shows that the extra production satisfied $13,000 of consumption 
demand, $5,300 of demand by agriculture, and $7,000 of demand by 
other sectors for their own products. As result, the row and column 
balance with a level of production equal to $130,600. The column 
gives the purchases used to make $130,600 worth of output. 

Row and Column c?.— These remain balanced. There is an in- 
crease of $62,900 in imports due to additional consumption by 
households. 

Row and Column 4.— The source of valued added is indicated 
unier the two production columns, column 1 and column 2 of row 
4. The cause of this value added is the additional production of ag- 
riculture and other products caused by the additional demand by 
consumers and by the project. C!olumn 4 gives the distribution of 
value added to its parts, as assumed in the data given in Table 
AG-10. Wages increase by 95,900; property income distributed to 
households increase by $6,200. It assumed that the tribal govern- 
ment receives $9,600 of value added. This should be funds received 
by the tribal government in its taxation rather than property 
owning role. Funds received as an equity participant or as a lender 
should be received by tribal prop>erty before being transferred to 
the tribal government. The Indiaii firms also retain earnings, 
which they allocate to the capital account, indicated in row 9 of 
column 4. 

Row and Column 5.— The households had their incomes in- 
creased by a total of $102,100 because of their share of additional 
value added. This is shown by the entries in columns 7 and 8 of 
row 5. CJolumn 5 shows how households spent the additional 
inct ;ie. They paid an additional $17,400 in taxes to the federal gov- 
ernment. They consumed jn additional $1,800 worth of reservation- 

froduced agricultural products, and thoy purchased an additional 
13,000 worth of all othi>. products on the reservation. They saved 
$7,000; $2,800 is invested Oi. the reser^ration and $4,200 off the res- 
ervation. They spent an additional $62,900 in imports of goods pro- 
duced off the reservation, shown in row 3. 

Row and Column ff.—ln row and column 6 the changes do not 
balance. There are no assumed changes in government expenditure 
as a result of increases in government revenue. 

Row and Column 7.— This row shows that there is additional 
demand of $95,900 per year for workers, which enters as a payment 
to labor by firms and a paj'ment by labor to households. 

Row and Column 5.— There is an increase of $6,200 of income to 
property, all of which is distributed to households owning property. 

Row and Column A— Balance is not achieved becj use we make 
no assumptions about investment behavior. Consequently, there 
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are no entries in column 9. A total of $16,200 is available for on* 
reservation investment. 

Row and Column iA— Imports increase an additional $160,400 as 
a result of extra production and consumption. The new sum of row 
10 is $1,488,500; the new sum of column 10 is 1,793,500. The differ- 
ence between the column and row sums is $305,000. 

Let us look back over what occurred in the calculations that led 
to Table AGr-9. There was extra demand for reservation products 
as a result of the agricultural project. This extra demand required 
that on-reservation production be increased. The increase of on-res- 
ervation production further increased the income of the commtmi- 
ty, causing more demand and more production. But in each round 
of this process, some of the extra mcome was saved, some was 
taxed, and some of the demand was for off-reservation products. 
Therefore, each rounc was smaller than the previous one. Throagh 
use of some equations that come from input-output analysis, it is 
po6^ible to solve for the level of production which calls forth the 
demand for that production. The cycles damp down to one solution. 

But we have not fully worked out all the consequences of the ag- 
ricultural project. There is a surplus in the government accounts, 
in row and colunm 6, of $288,900. There is a total of $16,200 of sav- 
ings on the reservation. Both of these can be expected to have addi- 
tional repercussions. We could follow through the same procedure 
used to calculate the consequences of additional demand that were 
used to generate Table AG-8. In order to do so, we need to make 
assumptions about the decisions made by the governments and by 
investors.* 

Now, let us answer the questions posed at the beginning of this 
section. Are other sectors on the reservation helped by the project? 
The total of all non-agricul:.ural economic activity on the reserva- 
tion had an increase of $130,600 in sales because of the project (rcw 
or column sum 7). Of this $75,500 was an increase of value added, 
representing an increase of reservation national product. Are other 
agricultural producers helped? Yes, as shown by the additional in- 
crease of $116,200 in agricultural sales in row and column 1. This 
additional production generated an additional $56,700 in value 
added, as shown by the entry in row 4, column 2 of Table AGr-9. 

How much of the additional income sta^^ and how much is 
''leaked'' out to the sur*uunding economy? This is two questions. 
First, what is the multiplier? Tne stimulus to the economy is the 
increase of value added due to the project, a total of $1,550,000, as 
shown by the sum of row 4 in Table AG-8. The outcome of the 
model used here, in which household consumption and the two pro- 
duction sectors are determined by behavioral assumptions, the 



* Govemmenti receive an extra 288,900; on-rewrvation iaving ii $16,200. The turn to 305,100, 
which except for .oimding error ii the turplui on the rebL-of>the-world account. One could easily 
achieve overall lialanoe by aaauriing that all federal reoeipU are tranaferred off the reservation, 
that the tribal government purchaaea ofT-reaervation producta with ita aurplua, and that all Lv 
veatment oonsiati of purchaainf imported capital foods. This may appear extreme. 

An alternative would be to expand the A matrix by adding a row and column for government 
and for investment. The contenta of theae columns would be determined by maiginal shares as 
is done in the current A matrix. Then calculations such as those in Table AG'12 could be made, 
and balance recalculated. Of course, this would assume a linear structure, a possible error for 
all the aectors. Extending the model in some nonlinear way roquires some complicated work 
that goes beyond the purpose of this study. The goal here is to illustrate the repercussions of a 
project in a social accounting matrix; I do not want to advocate a linear underlying model. 
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total increase in value added is $1,677,200 as shown by the sum of 
row 4 in Table AG-9. An income multiplier is the ratio of these, 
1.08. This is a small number that is greater than one. 

How much of the effects of the projects go into the surrounding 
economy? Households increase their imports by $233,100 in Table 
AG-8, and bv an additional $62,900 in Table AG-10. Out of a total 
increase of $1,677,200 in reservation value added, there is an in- 
crease of imports for consumption of $296,000. Total imports rise by 
1,488,500. 

J. SUMMARY 

The main purpose of this chapter is to show the many ways that 
a project can be evaluated when there are a variety of points of 
view. Section 4.B and Tables AG-1 and AG-3 displayed the data. 
Section 4. A shows that one could compute the discounted cash flow 
using either constant or base year prices or by including the rate of 
inflation. Both approaches lead to the same results when the rate 
of inflation is constant during the life of the project. They lead to 
the same result because the constant-price veraion uses a real rate 
of interest derived from the rate of inflation and the money rate 
interest. In this example, the real rate of interest is 9.26 percent. 

The first calculation shows the return to capital without consid- 
eration of who receives it. The project gives a net increase of 
$550,000 in property income per year. Given the initial capital in- 
vestment and the final value, the intei*nal rate of return is 10.6 
percent. 

Since the pr oject involves twenty-five individual oner of the 
agricultural process, the private cost-benefit analyei" » ^ oper- 
ators must be considered. Their private return dipem upon the 
rent charged them for land and upon the terms of the loans thev 
obtain for the purchase of equipment and animals. Three options 
demonstrate this fact. Because the operators receive a large portion 
of the profit from the project, their rates of return arp high, being 
30.8 perceni for the lowest and 58.9 percent for the highest. The 
intermediate case, with a return of 39.4 percent, was chosen for 
analsrsis later with the social accounting matrix. 

The neart analysis examined tribal benefits and costs. The tribe 
can examine its income only, or it can include the income of its 
tribal members. The first approach shows low rates or return, vary- 
ing from 6.1 percent to e.75 percent. These low rates occur because 
there is some subsidy of operators involved ano because the risk 
and return is borne by trie individual operator. When individual 
cash flows are included, however, the rate of return rises to over 20 
percent. The large increase is due both to including the operator's 
extra income and because of the extra benefit to reducing unem- 
ployment. Each of the farms employs one worker, who is assum H 
to be unemployed without the project. The increase in income tor 
these workers is equal to their wage less taxes and less the transfer 
payments given up. Each worker has a net benefit of $8,620 per 
year. 

The next analysis is that of the federal government. The federal 
government receives a benefit of $5,390 a year from the employ- 
ment of the worker*. This is the sum of reduced transfer payments, 
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increased PICA payments and increased federal income tax pay- 
ments. It also receives tax income from the operators in the second 
and third options These positive returns yield an internal rate of 
return of 15.3 percent if the federal capital cost is equal to the 
AIDFC's contribution of 2.5 million dollars. 

The American Indian Development Finance Corporation, in con- 
ducting a financial analysis, should perform all the calculations 
presented above. It should then calculate the overall social return, 
counting all benefits no matter who receives them. This analysis 
consists of adding the benefit from employment to the return to 
property income. There is a benefit of $900,000 a year for the thirty 
years of the project. The internal rate of return is about 18 per- 
cent. 

The final section of the chapter shows how each of the year of 
the project would change the 10 by 10 social accounting matrix pre- 
sented in chapter 3. The third of the three options is used for this 
exercise. The main result is that some additional income is created 
on the reservation because of the project. Value added on the reser- 
vation due to the direct effects of the project increased 1,550,000; 
but 200,000 of this is due to a reduction in leasing to non-Indians. 
Other value addeu on the reservation increased a total of $127,200 
beyond the direct effects when additional interindustry and con- 
sumption demand is considered. This is about 8 percent of the in- 
crease due to the project. Although the number is a small percent- 
age of tliS original stimulus, it still is a large enough effect to be 
worth examining. 
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Chapter IV— A Manufacturing Project 



This chapter presents an analysis of small manufacturing enter- 
prise using social cost-benefit analysis project selection on an 
Indian reservation. The project is assumed to be a food processing 
plant which uses agricultural products of the reservation/See Fitch 
(1974) for some examples. As with the agricultural project, the as- 
sumed input structure will show inputs purchased on and off the 
reservation. This allows us to chart the direct and indirect effects 
of the project through use of a social accounting matrix. The chap- 
^ ter begins with a cost-benefit analysis. 

A. data 

Table MFG-1 presents the basic data for the manufacturing 
project. It is assumed to involve an investment of one million dol- 
lars in the base year. Annual sales are $1,460,000 per year. Inter- 
mediate products used as inputs are about 72 percent of che value 
of sales, $1,057,000. Value added is $403,000. A total of fifteen full- 
time workers are employed. The composition of the workforce and 
its pay is given in Table MFG-2. 

TABLE MFG-l.-GENERAL DATA FOR A MANUFACTURING PROJECT 



Item 



Capital cost 
Equity 
Trit»t 

Loan (from AIDFC) 
Annual income and expenses 
Sales 

Intermediate products on reservation 

Agriculture 
Manufacturing 
Other sectors 

Imposed intermediate products 
Valued added 

Labo' costs 
Rent to \M land 
Gros5 profit 

Loan service {r= CS) 
Depreciation (straiglti-line) 
Net profit 
Salvage value in 30 years 



Vahie 



$1.000,000 
750,000 



250.000 
250,000 
250.900 



250,000 

1.460.000 
371,000 



292,000 
50.000 
29.000 



J6,000 
403.000 



225.120 
43.700 
134.180 



22,207 
33.333 
78,640 
100,000 



(247) 
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TABLE MFG-2.-C0MP0SITI0N OF LABOR FORCE 



TypeoliKwter Annual salary FiCAtax ToWcost 



NUnager 
Supeivisor (2) 
Woridfs (12) 



Total wage bifl 



$35,000 S3.628 $572 $39,200 $39,200 
20,000 1,960 440 22,400 44,800 
10,500 1,029 231 11,760 141,120 

225,120 



The project is assumed to be financed with half of the funds 
coming from the AIDFC and half from tribal and private sources. 
The private sources are assumed to be individual hdians who are 
willing to invest in a project. These private contributions may seem 
high; one assumption could be that the on-reservation producers of 
agricultural products are interested in participating in the process- 

2 of their output. Although some mignt be non-Indians (as on an 
)tted reservation), all individual investors are assumed to be In- 
dians in what follows. If there are 25 such iidividuals, the average 
contribution would be $10,000. The AIDPC contribution is half as 
an equity participant and half as a loan. Given that the split of the 
equity investment is one-third to each source, the net profits of 
$78,640 is split three ways. All of the depreciation allowance is 
available to the enterprise for reinvestment, and the owners retain 
shares proportional to their equity in the value of any profits at- 
tributable to the reinvested depreciation allowance. Because one- 
third of the equity is tribal and one-tl d is Indian, it is assumed 
that no corporate profit tax is assessed. 

Table MJXjp-3 gives the previous incomes of the labor force em- 
ployed by the project. It is assumed that the manager and the two 
supervisors earn the same income as they would without the 
project. (The manager may or may not be a tribal member. If this 
is a tribe which finds it difficult for one of the group to be in com- 
mand, the manager and the supervisors may all be non-Indian.) 

TABLE MFG-3.-PREVI0US INCOME OF UBOR FORCE 



Annual moom 



Annual vMifare or 



$35,000 

Supennsws 20 OCO 

Worlun 

£inploy6d(7) lOjOO 

Unemployed (5) . $3000 



The workers, twelve in all, are assumed to be in one of two situa- 
tions without the project: Either employed at the wage offered by 
the new plant, or unemployed €md drawing transfer income of 
$3,000 per year. The source of the transfer income might be unem- 
ployment compensation. Aid for Development Children under the 
unemployed parent program, or some other weUare program 
funded bv the federal government, such as food stamps. 

Table MFG-4 gives the taxation situation for each of the em- 
ployed workers. Since only the additional taxes for the unemployed 
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workers will matter in cplculation of social benefits, all of this 
table is not required for the cost-benefit analysis. But it helps to 
lay out the whole picture for use later in the calculation of impacts 
with a social accounting matrix. Two types of taxes are important, 
the FICA tax, which is emp oyees' and employers' contributions for 
social security, and the fed' red income tax. Both taxes must be paid 
by Indians when they work; but if the wage is low and a worker 
has many dependents, the federal income tax may be zero. 

Table MFG-l— Taxes of individuals 

I. AssumptionB 

A. FICA 

Total rate is .088 of wage 
Finn pjys 1/4. or .22 
Indiviuual pays 3/4, or .066 
Maximum taxable wage is $26,000 

B. Federal income tax 

Standard deduction is $3,400 
Tax tables of 1980 apply 

II. Calculations of Taxes and Disposable Incomes 

A. Manager 



Total income 35,000 

Estimated deductions 5,000 

Taxable income 30,0^^ 

Tax, with three dependents 4,945 

FICA tax 1,716 

Total taxes 6,661 

Disposable income 28,339 

'^poseble income + fringes 31,967 

B. hfc. h supervisor 

T'tal income 20,000 

Standard deduction 3,400 

Taxable income 16,600 

Tax, with three dependents 1,430 

FICA tax 1,320 

Total taxes 2,750 

Disposable income 17,250 

Disposable income + fringes 19,210 

C. Each Worker: 

Total income 10,500 

Standard deduction 3,400 

'^axable income 7, 1 00 

Income tax, with two dependents 102 

FICA tax 693 

Total taxes 795 

Disposable income 9,705 

Disposable income + fringes 10,734 

D. All individual investors: 

Annual share of profits 26,213 

Distributed share of profits, assuming 50 percent is distributed 13,109 

Aosumed average marginal tax rate 10 

Total mcome tax on distributed profit 1>311 



The social security payroll tax has a percentage which is paid by 
the employer and a percentage paid by the worker. For this exam- 
ple, the total tax is assumed to be 8.8 percent of the wage rate; 2.2 
percent is paid by the employer, and 6.6 percent is paid by the 
worker. The maximum tax is that due on wage of $26,000.^ Wages 



* These FICA figures are not the actual ones applicable today and unemployment compenM* 
tion reaervet are excluded 
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above that income are not charged a PICA tax. Although these tax 
rates and the upper limit are only partly true at present and will 
probably change in the next thirty years, for the purposes of this 
illustration these numbers will be used as if they apply during the 
entire term of the project. 

The major provisions of the federal income tax are the deduction 
of certain types of expenditure, and a deduction for each dependent 
in a family. It is assumed that the manager itemizes his deduc- 
tions, for a total of $5,000 worth of deductions. The supervisors and 
the workers all take the standard deduction. The supervisors each 
have thi*ee dependents. The workers each have two dependents. 
Using the tax tables, then, one can look up the tax paid by each 
type of employee aTter the deductions have been subtracted from 
income to give taxable income, which is then taxed. 

Since we ar^ particularly concerned with the taxes paid by the 
previously enip'oyed workers, those figures will be reviewed here. 
Each worker earns $10,500. He takes a standard deduction of 
$3,400, for a total taxable income of $7,100. If he has two depend- 
ents, a wife and a child, and no other income, then according to the 
tax tables, this worker's income tax would be $102. His share of the 
PICA tax would be $693. 

If the worker were a single parent, or had a spouse who also 
worked, the tax calculation for the income tax would be different. 
In a real situation, one would have to attempt to have a represent- 
ative selection of the family positions of workers who would gain 
employment because of a project. Small families are used here in 
order to have the workers pay some federal income tax; with two 
;hildren and a wife, a person earning $10,500 in 1980 and taking 
the standard deduction would pay no income tax. Another factor to 
take into account is that over a period of 30 years, the family struc- 
ture of workers would change; children would grow up, for in- 
stance. This and other similar complications are left out of this ex- 
ample. 

The previously unemployed workers received $3,000 a year when 
out of work. With work, their after-tax take-home pay is $9,705. In 
addition, they receive* fringe benefits worth $1,029 per year. The 
net benefit of working is therefore the sum of 9,705+1,029=10,734, 
less the decrease in transfer payments of $3,000, for a net benefit of 
$7,734 per year. This figure will be used below in calculating the 
social rate of return. The reduction of transfer payments and the 
increase in tax revenue will be used for calculating the effect on 
the budget of the federal government. 

B. THE RETURN TO CAPITAL ALONE 

The ratio of sales value to capital cost is high. The basic profit- 
ability of the project is also high. This is explored in Table MFG-5. 
That table shows that this project looks good from the point of view 
of profit alone. The present va^^e at the real rate of interest of 9.26 
percent is $354,364, and the internal rate of return is 14.2 percent 
We should expect that this project will show a profitable return in 
each of the viewpoints to be considered. 
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Table AfFG-S,— Return to capital alone 

Capital outlay $1,000,000 

AIDPC $500,000 

Tribe $250,000 

Individuals $250,000 



Annual increase in property income $134,180 

Gross profit $134,180 

Final salvage value $100,000 

Discounted cash flow results 

Number of periods 30 

Net present value at 9 26 percent $354,364 

Internal rate of return (percent) 14 12 

C. TRIBAL ANALYSIS 

Table MFG-6 gives the analysis of tribal returns from a tribal 
government's financial point of view and from a social point of 
view. The tribe invests $250,000 in the project as an equity inves- 
tor. As such, it obtains one-third of the seats on the board of direc- 
tors, orproportionatelv more if the AIDFC takes less than its full 
share. The tribe also obtains one-third of the cash flow. 

Table Tribal discounted flow analysis 

I. DaU: 

Capital outlay $250,000 

Annual benefits: 
Tribal 

One-third of cash flow $37,324 

Rent of land (5 years) $43,700 

Individual: 

Additional income to unemployed workers ($7,734 each for 5 

workers) $38,670 

Final value: 

Tribal share, one-third $33,333 

Individuals share, one-third $33,333 

II. Tribal only: 

(1) Cash flow only: 

Net present value at 9.26 percent $127,122 

Internal rate of return (percent) ... 14.7 

(2) Cash flow and rent for 5 years: 

Net present value at 9.26 percent 95.959 

Internal rate of return (percent) 27.1 

III. Tribal and individual workers: 

(3) Cash flow and wage income: 

Annual benefit for 30 years $75,994 

Final value $33,333 

Net present value at 9.26 percent $515,420 

Internal rate of return (percent) 30.4 

(4) Cash flow, rent, and wage income 

Annual benefit, 1st 5 vears $123,294 

Annual benefit, next 24 years $75,994 

Annual benefit, final vear $109,327 

Net present value at 9.26 percent $684,258 

Internal rate of return (percent) 45.2 

IV. Tribe, workers, and individual investors: 

(5) Cash flow, rent, ^nd wage income: 

Totel capital outlay $500,000 

Annual flow of benefits, rent excluded $1 12,007 

Tribal equity share $37,324 

Net wage benofit $38,670 

Individual equity, after tax $26,013 

Additional rent for 5 years $^3,700 

Final salvage value $6v,667 
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Net present value at 9.26 percent $798,216 

Internal rate of return 27.'i 

V Calculations explained (I use a Hev/lett-Packard 380; the HP symbols 
are ueed oelow.) 

1(1) Since this has the sanie cash flow for each year, the financial 
interest keys are used. PMT=37,324; i=9 n=30; FV = 33,333; 
these PV= 377,122. The difference between PV and 250,000 
gives net present value of $127,122. 
IJ(2) This requires using the discounted cash flow keys. 

Initial payment, CFXO) -$250,000 

Ist 5>^ars,CF(l) $81,024 

n(l) «5 

Next 24 yem, CF(2) ZZ. J. Z. ZZ $37,324 

N(2) 124 

30th year, CF(3) $70,657 

n(3) jl 

N^t present value at 9 26 perce.ii $295,959 

Internal rate of retum (percent) $46.7 

111(3) This Us calculated ^ in 11(1), with an annual payment of 
$15,994. 

111(4) Discounted ash flow keys- 
Initial payment, CF(0) -$150,000 

1st 5 years, CF(1) $119,694 

n(l) $5 

Next 24 years, CF(2) 5 994 

N(2) • '$24 

30th year, CF(3) $109,327 

n(3) jl 

Net present value at 9.26 percent $684,258 

Internal rate of return (percent) 45.2 

IV(5) Discounted cash flow keys: 

Initial payment, CFXO) -$500,000 

1st 5year8,CF(l) $155,707 

M) 15 

Ner.t 24 years, CF(2) $112,007 

N(2) $24 

''Oth year, CF(3) $178^4 

n(3) $1 

:Jet present value at 9.26 percent $798,2^6 

hitemal rate of retum (percent) 28. 7 

Whether or not this cash flow is distributed t>c the equity owners, 
it is vfL led here at the time it is earned. If reinvested, the further 
return is assumed to be irrelevant to the analysis of this project. 
We will not enter into assumptions here about the sufficiency or 
insufficency of community saving, or the greater or lesser tendency 
of the tribal go\ .nment or a project to reinvest rather than to con- 
sume. 

The assumption that '3preciation schedules will be kept, and 
that depreciation will be available for investment, it is itself sub- 
ject to criticism, Th? main purpose of depreciation schedules is to 
calculate taxable income for the corporate income tax, which this 
project does not pay. The question of the physical deterioration of 
the equipment and structures in th^ plant is taken cp'-e of by its 
assumed declinf in value to a salvag * value of $100,( j at the e'-.d 
of the project. Routine maintenance required to keep the e' *p- 
ment operating is already included as costs of materials and ^uoor. 
Properly considered, equity o'vners Oi this project would have to 
dc :ide later v 'aether further investment in the piant is wise; if so, 
then the cash flow kept as a depreciation allowance will be avail- 
able for reinvestment. If the project does not prove to be a good 
p!ace to expand, then the depreciation portion of the cash flow 
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should be diverted to other investments or should be consumed. 
Suppose the plant proves to be profitable. Then owners may wish 
to extend the Ufe of the plant beyond thirty years by using part of 
the :ash flow to modernize and replace equipment before it ''dies.** 
Such decisions would be made later and are not part of this calcu- 
lation, yhich applies only to the original decision to invest 

The issue of the rental value of tribal iand occupied by the 
project is perhaps a difficult issue. Let us assume that this tribe 
c Ams fin ip'^/jstrial park set up many years ago with help from the 
EDA. Tills park is now idle. If a new project is put on the park, it 
will occupy previously idle land. If so, the opxwrtunity cost of the 
land is ;.jt the I-" 3,700 charged to the project in Tabb MFG-1, but 
rather it is zerc for the period in which the land would be idle if 
the project is n »t built. Now, what is the appropriate assumption? 
Is it rea«K>nable to assume that an industrial park would idle for a 
full 30 > 3ars if this project is not undertaken? I make the assump- 
tion tha : by the end of fi\\, years, some other project would come 
along that could occupy the land and pay the rent of $43,700 a 
year. Therefore, the opportunity costs of the tribal land is zero for 
five years, but it is $43,700 a year after that. (Future plants, will, of 
cour3e, have to be charf^ed additional development costs ^f a new 
industrial site reeds to be constructed just to continue increasing 
the capital stock on the reservation.) 

Therefo" there is an additional $^3,700 a year in benefits to the 
tribe fron. x anting the land. This additional benefit is included as 
par*^ of the discounted flow analysi*:. It has a present value of 
$168,837 using the i-jal discount rate of 9.26 percent. That is, the 
present value of $43,700 a year for 5 years is $168,837. The net 
present value of the tribe's share of the equity for the full 30 years 
is $127,122. Including the extra benefit of renting idle land in- 
creases the tribal benefit by $295,959. In terms of internal rate of 
return, inclusion of the rent increases the rate o' -etum from 14.7 
percent to 27.1 percent. These two cases are given as cases (1) and 
(2) in Table MFG-6. 

The tribe should a^so consider the be/iefits from emplojrment. 
7 he after-tax and after-loss-of-transfers increase o^ income is $7,734 
(fringe benefits incl'^ded) for each of the 5 workers who are no 
longer unemployed after the project is btiilt. This is a total of 
$38,670 per year. Over 36 years, the present vaiut; of this benefit is 
$388,299. When this benefit is ircluded in the cash flow along with 
the equity return and the rent for five years, the internal rate of 
return rises from 27.1 to 45.2 percent. The project looks quite good 
with these numbers. 

One should r« the same objection to the assmption that five 
workers would unemployed for the full thirty years as was 
raised in regard to the industrial land. Perhaps a project will come 
along and employ the five workers. A difference is that population 
growth in a community means that the labor force steadily in- 
creases. The size of the industrial park is a constant. It seems rea- 
sonable to assume that even with the additional jobs which would 
occur in five years should the industrial park become full there 
would remain unemployment which would not oxist if this plant is 
built. 
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In summary, four different possible ways to calculate the benefit 
from the tribal point of view have been presented so far. These 
four combinations are listed in Table MFG-6, as follows: 

(1) Financial return alone has a present value of $127,122 and an 
internal rate of return of 14.7 percent. 

(2) Financial return and five years of additional rental income in- 
creases the present value by $168,837, and gives a total net present 
value of $320,300. The internal rate of return rises to 27.1 pe»*cent. 

(3) Financial return plus the value of extra wage income gives a 
total of $515,420 in present value and an internal rate of return of 
30.4 percent. 

(4^ If all three returns are used, the present value of the project 
for the tribe is $684,258 and the internal rate of return is 45.2 per- 
cent. 

An additional consideration is the income of individual Indians 
who invest in the project. As a sociai analysis, the tribe's analysis 
should also consider the private returns earned by individual inves- 
tors. If those investors could obtain only returns at the real rate of 
interest of 9.26 percent, then additional returns should be consid- 
ered as benefits of investing in this [good] project. One way to do 
this is to ca julate the present value of the project using the pri- 
vate equity returns. This could get complicated because of the tax- 
ation issue on private mcomes. The private investors have an op- 
portunity cost. If it is 9.26 percent after tax, then the additional 
tax is a cost from the individual's point of view and should not be 
counted as a benefit. For this example, I assume that the after-tax 
rate of return for alternatives is 9.26 percent for individuals. 
Therefore, the total benefit to investors is $63,013, and they pay a 
tax of $1,311. The sum of these two figures is one-third of the dis- 
tributed profits, $37,324. Calculation I\'(5) in Table MFG-6 shows 
^'^at the total return has a present value of $798,216 and an inter- 
al rate of return of 28.7 percent. The internal rate of return falls 
dramatically because the capital cost is doubled when the pn^rate 
investors' $250,000 is included. The cash flow of the project only 
rises by $36,013. 

D. THE FEDERAL VIEWPOINT 

The net effect on the federal government is the result of employ- 
ing workers and the additional tax on profit. The effect of the 
workers' obtaining jobs is laid out in Table MFG-7. There is a de- 
crease of $15,000 in transfer payments. There is an increase of 
$4,620 in Social Security (PICA) payroll taxes at $924 per worker, 
and an increase of $510 in federal income taxes at a tax of $102 per 
worker. There is also an additional tax of $1,311 on profits distrib- 
uted to individual investors. The total annual increase in the feder- 
al budget surplus is $21,441 per year. The present value of this flow 
of income for thirty years is $215,296. The internal rate of return 
cannot be calculated without capital costs for the federal govern- 
rnent. This could be done if the federal government takes into ac- 
count the investment by the AIDFC ir the project. The appropriate 
number to use would be the federal government's share in the capi- 
talization of the AIDFC. This exercise is not included here, since 
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the AIDFC analysis in the next c^ctio'^ will also include the federal 
government's benefit in its analysis. 

Table MFG-? —Change in Government budget 
Additional workers (5) 

Decrease in transfer payments ... * 15,000 

Additional taxes $5* 130 

FICA tax (10,500* 0S8*5) $4^20 

Income tax (102*5) $510 

Additional tax on distributed Profit $1,311 

Total annual increase in budget surnius . $21*441 
Discounted cash flow: 

Number of periods ... 30 

Rate of interest (pe-cent) 9 26 

Net present value $215,296 

I have rot assum^?d that as a result of the project, the budget of 
the federal government on the reservation is reduced. Such a result 
would be analogous to the decrease in welfare expenditures for the 
employed workers. For instance, one of the fringe benefits on the 
might be a health insurance plan for workers. If the plan offers 

tier coverage than the Indian Health Service, then workers 
would shift thsir demand for medical services from the IHS io pri- 
vate providers. This might or might not lead to a reduction in the 
IHS budget, however; it might instead merely shorten waiting peri- 
ods. There would still be a social benefit, for those tribal consumers 
of medical care whc receive better or faster service. 

E. THE AIDFC ANALYSIS 

Table MFG-8 gives the various calculations from the point of 
view of the AIDFC. There are two such calculations, one for the 
pnvate or financial rate of return, based upon the \IDFC's partici- 
pation as an equity owner and as a lender. The seco id is a social 
cost-benefit analysis in which all the social returns, tribal, individ- 
ual, and federal, are taken into account along with the entire cap- 
ital cost. 

Table MFG-S.— AIDFC analysis 

I Financial: 

Total capita! investment of AIDFC $500,0u0 

Number of periods 30 

Annual cash flow $59,531 

Loan amortization $22 207 

Equity share. j37;324 

bhare of salvage value $33,333 

Net present value at 9.26 percent $100,110 

Interna) rate of return (percent) 1 1 5 

!I. Serial- 

Total capital outlay $1,000,000 

Number of periods 30 

Annual flow of benefits $192 979 

Tribal equity $371324 

Indmduals $74,683 

S?uity $86,013 

Wages ... $3g^670 

Increase in Federal budget surplus .... $21 441 

AIDFC's share |59;531 

fruity $37,324 

Loan $22,207 

Tribal rental income, first 5 years $43,700 

Final or salvage value $100^000 
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Nrt present value at 9.26 percent, all benefits included . ... $1,126,786 

First 5 years' benefits ... $236,679 

Next 24 years' benefits 92.979 

Final year's benefits 1^92.979 

Internal rate of return, all benefits included (percent). 22.1 



The financial return to the AIDFC is a result of a total costs of 
$500,000, half of which is a loan and half an equity share. There is 
an annual return of $59,531, the sum of the loan amortization and 
one-third of the annual cash flow. In addition, the AIDFC receives 
one-third of the salvage value of $100,000. The present value of the 
flow of income is $600,110; after subtracting the capital cost, the 
net present value is $100,110. The internal rate of return Tor this 
package is 11.5 percent. 

Now we turn to the calculate m of social benefits and costs from 
the AIDFC's point of view. The total capital outlay in $1,000,000. 
The annual flow of benefits is the sum of a number of entries. 
First, 8l11 of the aimual cash flow is included in one wav or ar^other. 
The tribal share of the cash flow enters directly, and has been dis- 
cu^ed above. The AIDFC share also is discussed above. The total 
benefit to individuals is $75,994. The annual benefit to the federal 
government is $21,441. The ntal of the annual benefit flows which 
run for the fiill 30 years is $192,979. In addition, the first five 
year's benefit of $43,700 from renting tribal land needs to be i.v 
eluded. The total net present value of these benefits (less the initial 
capital cost) is $1,126,786. The internal rate of return is 22.1 per- 
cent. 

F. IMPACT ON RESERVATION ACXJOUNTS 

The previous five sections of this chapi^r have presented a dis- 
counted cash flow aiialysis of a project that is one-fifth the capital 
cost of the agricultural project piesented in Chapter 4. The social 
rate of return for each project is high. As shown in Table AG-7, 
the AIDFC's social analysis of the agricultural project gives a 
return of 18 percent. Table MFG-8 shows that the social rate of 
return on the manufacturing project is 22 percent. Both projects 
featured social return due to the employment of previously unem- 
ployed workers. The manufacturing project, however, also em- 
ployed land in an industrial park. 

This section considers impacts on the structure of the reservation 
economv using the imaginary 20 by 20 social accounting matrix ex- 
ar. »ple from Chapter 3. As with the agricultural project, two direct 
impacts are exd' .ned: The demand for n*ore reservation-produced 
inputs, and the additional consume )n demand caused by the 
earnings of workers and tribal investors. Ap the examples have 
been created, the manufacturing project has a much more dramatic 
impact on the reservation economy, in spite of being smaller than 
the agricultural project. The reason is that the manufacturing 
i: roject purchases nany inputs from the reservation. The expansion 
of prodiiction to provide those inputs creates much additional 
income. 

For the agricultural project, the income multiplier was 1.08; each 
dollar of value added created on the reservation generated an addi- 
tional 8 cents of income. For the manufacturing project, the income 
multiplier is 1.53; for each dollar of value added created on the res- 
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ervatwn, an additional 53 cents is added to reservation income. The 
agricultural project induces an added $127,200 in income. The man- 
ufactunng project induces an additional $213,400 in income. 

1 A . presents the direct impact of the project. Table 
Mftj-lO presents the induced impact of the project. Table MFG-11 
18 the sum of Tables MFG-9 and MFG-10; it summarizes the 
impact and shows remainmg inbalances in the 20 by 20 SAM The 
remaining nine tables of the chapter explain how Table MFG-JC 

^^^i'^^^a!^ '^^^^^ the 20 by 20 SAM presented in 

lable bAM-9. Smce the derivation is complicated, most readers 
"^V^ ^^S. explanations of Tables MFG-12 through 
MtXr-iO The method used is solution of an inputoutput model, as 
m Chapter 4. But the model is larger and therefore more compli- 
cated. Noneconomists should not be worried if they find the meth- 
ods dimcult to understand. 

SAM impacts: rmults 

Table MFG-9 takes the data from the project and enters the 
numbers uithe appropriate places in the 20 by 20 social accounting 
matrix of Chapter 3. In addition, there are some further assumiv 
tions. Here are the major elements of the changes: 
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1. The additional exports from the project are $1,460,000, entered 
in the rest-of-world column of the manufacturing row. The inputs 
for making this output is entered in column 3. Many inputs are 
purchased from agriculturo, 292,000. There are two other additions 
in the **A'' block, $50,0uu in manufacturing demand and $29,000 in 
demand from all other production activities. There is an increase 
in the "Y" block, 403,000 in additional value added. 

2. The additional value added is distributed to institutions in the 
"D" block. There are a number of transfers occurring in that block. 
Their eiFect is to increase household income by $138,300. Since not 
all of the workers were unemployed before the project, the transfer 
of these workers to the project does not increase household income. 
This is shown by having payments to labor by private firms fall by 
the wage cost of the seven workers who had been employed. PICA 
pavments by firms to the federal government edso decrease. House- 
hold income increases because of the return of the supervisory per- 
sonnel to the reservation and employmeot of the unemploycNi 
workers. There is a reduction, however, in transfers to households 
from off the reservation due to a decline in welfare payments. 

3. The increase in household income is $1?58,300. This goes to 
taxes, saving, and consujiption, as 3hown in column 10. mcome 
and social security taxes total $17,400 on the new wage income and 
the new uroperty income. New saving is $10,000. The remainder is 
consumed. 

Table MFG-10 shows the conse(}uences of the additional demand 
for on reservation production which is shown in columns 3 and 10 
of Table MFG-9. The following is the change in demand which 
must be accommodated: 

Agriculture: 292,000+ 2,500=294,500 

Manufacturing: 50,000 + 4,700 = 54,700 

Housing: 0+6,300=6,300 

All Other: 29,000+7,600=36,600 
In each sector, the first of the figures is the demand from the 
project. The second is the consumption demand caused by the addi- 
tional income of households. Table MFG-10 shows the conse- 
quences of fulfilling this extra demand completely by increasing 
output in each of the production sectors on the reservation. 

Such increases in output will further increase demand. An in- 
crease m the production of agricultural products will require some 
products of manufacturing. It will also produce some additional 
mcome for farmers. The purpose of Table MFG-10 is to show the 
results in the SAM of changing everything to respond to the addi- 
tional demand. The following changes should be noted: 

1. In the "A" block, there is additional demr 1 from each pro- 
duction sector for the output of other sectors. Even mining is 
slightly affected. Most notable is the increase in intermediate 
demand for the output of agriculture. In addition to the extra 
$294,500 demand in the previous table, this table shows a further 
need for $29,300 worth of agricultural output. When this is added 
to the previous demand, a total increase of $323,800 occurs in on 
reservation agricultural output. This is shown as the sum of 
column 1. 

In the "Y** block, there is considerable increase in value added 
paid to firms for distribution to factors in the "D** block. A total of 
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$143,900 is created for private and tribal firms in agriculture. The 
other large increase is in manufacturing, which provides an addi- 
tional $35,400 of value added. 

3. There is a substantial increase in imports by each of the pro- 
duction sectors and by demand from consumers. The "M" block 
shows this in row 20. 

4. The "D" block shows a variety of transfers among institutions. 
Income enters this block by way of columns 8 and 9. Finns pay 
taxes to governments, wages to labor, income to self-emplojrment, 
and to private capital and land. The payments to factors of produc- 
tion are then transferred to households as expenditures of columns 
13, 14, and 15 in the tenth row. The total mcrease in household 
income is $151,000, as shown by the sum of row 10. 

5. Households increase their consumption, as shown in column 10 
of the "C" block. By far the greatest amount of consumption is for 
imported goods. But there is some demanci for output from four of 
the five production activities on the reservation. 

6. There is also some action on the capital accounts. Firms are 
assumed to retain some earnings, as shown in row 17; households 
also save, as shown in row 18. Both invest in off-resen'ation institu- 
tions, as shown in column 20 of those rows. But some is retained on 
the reservation, as shown by the fact that the row sums are posi- 
tive. No assignment of the saving to particular types of investment 
demand is made in this table, however. 

The general patterns of changes in Table MFG-10 are the same 
as were shown in the agricultural example. Increases in demand 
for reservation production in turn create additional demand be- 
cause of the increase in household income. Some tax payments also 
increase. The induced increase in reservation income is quite large. 
It it shown bv the sum of all the entries in the "Y** block. They 
sum to $213,400, shown by the sum of rows 8 and 9. 

The consequence is that there is a larce income multiplier. An 
injection of $403,000 in income leads to this additional $213,400 in 
income due to the interindustry demand for agricultural goods and 
for manufactured goods. This example shows why it is important to 
know the interindustry relationships of a reservation and of a 
project in order to calculate its effects. 

But one large assumption has been made: all of the demand by 
the manufacturing plant is met by new production. What if some 
of H is met by reduced exports? The original presentation by the 20 
by 20 example is in Table SAM-9. There are a total of $4,460,000 
worth of exports from agriculture in that table. Conceivably, the 
entire demand of $292,000 from the manufacturinje plant could be 
met from exLiting production. If this is true also of the demand for 
other sectors, then the extra demand listed abo *e might actually be 
zero! In this case, the entire contents of Table MFG-10 would also 
lie zero. In Table MFGr-9, offsetting decreases in the exports of each 
sector could be entered, causing the new row sums to remain un- 
changed. Truth probably would lie between these extremes. 

Table MFG-11 is simply the sum of the previous two tables. It 
shows which rows and columns are in balance and whicii are not in 
balance after taking into account induced changes in production 
levels. All of the production sectors are in balance, as are the 
factor payments and the households. Some imbalances remain. 
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Nothing has been done to expenditures by governments, although 
their receipts have changed. No specific investments have been in- 
dicated for the savings which remain on the reservation in the cap- 
ital accounts. No effort has been made to identify the consequences 
of reducing employment by private firms v/hen seven workers 
move to the new manufacturing project. 

Although consideration of the various changes which should be 
explored in the 20 by 20 SAM might be very fruitful, they are not 
pursued here. The purpose of introducing a social accounting 
matrix in this work was to show that a project should not be con- 
sidered in isolation. It will have effects on other parts of a reserva- 
tion economy. Although these effects may be difficult to predict, a 
social accounting matrix helps one know where to look. In this 
case, we look toward the compos'^ion of the agricultural imputs for 
the "project, to see if they will be met by new production or by re- 
d'!ced exports. We look to the activities of the firms which lose 
workers, to see if they will perhaps hire unemployed Indians. This 
would be "trickle down" at work. We might look at the investment 
plans of the firms which obtain additional retained earning. 

SAM impacts: computations 

The main points about the use of a SAM have beer made in the 
previous section. This section shows how the figures in Table MFG- 
10 were derived. Readers without training in input-output econom- 
ics should not be surprised to find the following very difficuic. 
First, a 6 by 6 input-output model of the economy is constructed. 
The six sectors are the five production sectors and households dis- 
posable income. Households are treated like a production activity; 
they sell labor to the production activity, and their consumption 
purchases are treated as intermediate purchases like the purchases 
of production activities from one another. 

The additional demand from Table MFG-9 is then applied to the 
6 by 6 input-output model, giving the levels of production which 
are need^ to meet the new demand and all demand that is in- 
duced by the new demand. 

Although the intermediate demands and household demand have 
been calculated, the job is not finished. The additional production 
generates other components for value added besides that received 
by households. Further assumptions are made about the distribu- 
tion of value added to governments and savings. The result is en- 
tries for other parts of Table MFG-10. All of the details excepts for 
the matrix multiplications are laid out in the remaining nine 
tables. The descriptionb of these tables follow. 

Table 3 "'"'-i^.— This table was constructed with two steps. First, 
the proportions in the first column were taken from the household 
column of Table SAM-9. All consumption of on and off-reservation 

Eroductd were added to saving, and the result scaled to sum to one 
y dividing through by the sum. Second, an assumed marginal tax 
rate of 17 percent was applied. This tax rate is above the average 
rate shown in the SAM. Tne important point here is that the mar- 
ginal budget shares in the second column are not equal to the aver- 
age budget shares in the original data. One should expect them to 
differ, not only because tax rates differ, but because the effect of 
income on the desire for goods varies. One's purchases of food, for 
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instance, falls as a proportion of total spending as one's income 
rises. 

TABLE MFG-12.-MARGINAL BUDGET SHARES OF HOUSEHOLDS 





S^*n<Jing ob( of 
disposable 
mconK 


Spending out of 
income with tix 
rjte= 17 


uiweseiviwi puicndscs 






Agnculturat products 


0208 


0173 


Mining products 


u 


0 


Manufacturing products 


0391 


0325 


Housing 


0522 


0433 


Other products and services 


0620 


0520 


Imports to reservation 


7421 


6159 


Sdving 




On reservation 


0327 


0271 


Off reservation 


0505 


0419 


Federal taxes 


0 


17 


Total 


1000 


1000 



Table MFG-lS,—This table applies the data in Table MFG-12 to 
the increase in income taken from the project data. The change in 
income is the sum of char eras in disposable income, plus fringes, of 
the five unemployed workers, the manner, and the two supervi- 
sors. The first figure, $138,300, is the change in income less the 
$15,000 in transfer payments given up by the workers. Then 
income and social security taxes are subtracted. The receipt of dis- 
tributed profits is included in income. It is significant to note that 
fringes are included. If thev were not, then there would be a differ- 
ence between the books of the households sector and those of the 
firms in the SAM. The data of the first column is applied to 
$120,853 to obtain the changes in consumption and saving. 

TABLE MFG-13.-CHANGE IN CONSUMER EXPENDITURE DUE TO ORIGINAL CHANGE IN DISPOSAL 

INCOME 



Marimal budget Expenfture 



share 


amount 




$138,300 




-17,447 


120,853 


0208 


2,514 


0 


0 


0319 


4,725 


0522 


6,309 


0626 


7.565 


7421 


89.685 


0327 


3.952 


0505 


6.103 



Change in incoine 
Less taxes 

Ctiange in disposabte incofne 

Expenditures 
Agriculture 
Minmg 

Manufacturing 
Housing 
Other 
Imports 

Saving on reservation 
Saving off resc"'3tion 



Table MFG-H. — This table computes the exogenous change in 
demand that is applied to the input-output model. Ther<^ is a 
change in each of the five production sectors, except mining, and 
no change in demand for households directly. 
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TABLE MFG-U.-CALCULATION OF ORICI'iM CHANGE IN FINAL DEMAND 

(In ttwusand of dollarsj 





Sector 


Cons demand 


Proiect 
(lemand 


Tot?' 


Agriciilture 




2 514 


292 0 


294 514 


Mining 




0 


0 


0 


Manufacturing 




4 725 


500 


54 7?5 


Housing 




6307 


0 


6 309 


Other 




7 565 


290 


36 65 


HousflioMDi 




0 


0 


0 



Table MFG-l S.—This fibi^ gives the column coefficients of the 
entire model. The first ^ix rows give the coefficients for the six sec- 
tors which will be treated as endogenous. The remaining rows are 
calculated after the solution is known, using the proportions given 
here. 

TABLE MFG-15.-C0LUMN COEFFICIENTS OF THE MODEL 



Purchasing account 



Selling arount 


Agriculture 


Mining 


Manufactur- 

Hlg 


Housing 


Ottier 


Agriculture 


0787 


0 


OOi 


018 


018 


Mining 


0 


0 


005 


0 


0 


Manufactunng 


035 


018 


064 


035 


042 


Housing 


00093 


00 


0094 


00704 


0067 


Other sectors 


00967 


0252 


0125 


0077 


0167 


Households' after tax income 


258 


218 


261 


519 


290 


Households' taxes 


053 


045 


054 


042 


060 


Firms' retained earnings 


027 


065 


027 


014 


030 


Firms' taxes 


027 


065 


027 


014 


030 


Subtotal, value added 




586 


04b 


630 


500 


Imports 


431 


370 


485 


301 


417 


Total 


10 


10 


10 


10 


10 



Table MFG-16,—Thia table gives the technical coefficients of the 
input-output model. In the usual notation of such models, this is 
the A matrix of cof [ficienta. (This work has used A to refer to the 
matrix of the flows rather than the matrix of the coefficients.) 
These numbers were taken from the first six rows of the previous 
table. 



TABLE MFG-16.-TECHNICAL COEFFICIENTS MATRIX OF MODEL WITH HOUSEHOLD DISPOSABLE 

INCOME ENDOGENOUS 









Purchasing 


account 






Sealing account 


Agricutture 


Mining 


ManufKtur- 
ing 


Housing 


Other 


HousehoMs 


Agriculture 


0787 


0 


001 


018 


018 


0173 


Mining 


0 


0 


005 


0 


0 


0 


Manufacturing 


U35 


018 


064 


035 


04? 


0325 


Housing 


00093 


0 


0094 


00704 


0067 


0433 


Other sectors 


00976 


0252 


0125 


0077 


0167 


052 


Household disposal income 


252 


218 


261 


519 


290 


0 


Subtotal 


382 


261 


353 


588 


374 


145 



2(imi COPY AVAILABLE 



2^6 

Table MFG-IZ— This is the total requirements matrix. In the 
usual notation, this is the inverse if (I-A); where I refers to the 
identity matrix. Call the inverse R; ,>all the change in demand dQ. 
Then the solution to the input-out))ut model is R times dQ. The 
multiplication i-- matrix multiplication. ^ 

TABLE MFG-17.-T0TAL REO-)IREMENTS MATRIX OF MODEL WITH HOUSEHOLD DISPOSABLE INCOME 

ENDOGENOUS 



Purchasing account 

Seliing account 



Agriculture 
Mining 

Manufactunng 
Housing 
Other sections 

HouseMd disposable income 



Agriculture 


Mining 


Manutactur 
mg 


Housing 


Other 


Households 


1 0936 


00067 


U0094 


00347 


00289 


00267 


0003 


1 0002 


0054 


0003 


0003 


0002 


0564 


Oo'2 


1 0843 


06b6 


0625 


0510 


0183 


0136 


0264 


10384 


0254 


C572 


0313 


0419 


0340 


0462 


1040 


0695 


3158 


2474 


3107 


5792 


3391 


10702 



Table MFbr ^A— This t-ble gives the result of the matrix multi- 
phration of the change in d'^mand given in Table MFG-14 ^iid the 
total requirements matrix in Table MFG-17. The result is the 
second column. The first column is the change in consumption 
demand. It belonge in the next table, but is placed here because the 
next table is complicated. 

TABLE MFG-18.-^CALCUWTED CHAHGE OF CONSUMPTION AND GUi^UT, SE'XjND SET OF EFFECiS 

[In thousands of dollars] 





Sector 


Con^,„;!'on Output 


Agriculture 
Mining 

Manufacturing 
Housing 
Oi.ier sectors 

Household (bsposable income 




2 62 323 9 
0 4 
4 93 78 7 
G 58 14 3 
7 S9 49 5 
0 13^1 



lable MFG-19— This table gives the flows fo»- all the compo- 
5,en« listed and is derived from the column coefficients given in 
Table MFG-.o. The sum of each of the five production columns is 



"I'V"" TVll'FlicBtion and the entire input-output model apparatus 
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equal to change in production of each of the sectors. Table MFG-18 
has given the five changes in output Each of these is multiplied by 
the respective column to give the values in the table. For instance, 
the agricultural change in output is 323.9; the column coefficient 
for imports by agriculture in Table MFG-15 is .431. The product of 
these two numb^.^ is 139.6. The entry in Table MFG-19 for im- 
porcs in the first column is 139.7. The two numbers are different 
because of rounding error. (I used a computer package to do the 
arithmetic and then rounded the results for the tables.) 

TABLE MPG-19.-CHANnES IN COLUMN COMPONENTS, PRODUCTION SECTOR SECOND SET OF 

EFFECTS 

[In ttnusands of doliars] 



Purchasing account 



Sefltng account 


Agricu'ture 


Mining 


Manufaciur- 
mg 


Housing 


Other 


Total 


Agriculture 


25 5 


0 


08 


3 


9 


26 7 




0 


0 


4 


0 


0 


4 


Manufactunng 


114 


007 


50 


5 


21 


19 U 


housing 


3 


0 


7 


1 


S 


14 


Ottier 


dO 


01 


10 


01 


8 


49 


Households' after tax inconie 


83 6 


09 


206 


74 


14 4 


126^ 


Households' taxes 


171 


02 


4? 


06 


29 


249 


Rrms' retained earnings 


34 5 


1 


85 


08 


59 


49 a 


Rrm's taxes 


86 


03 


21 


2 


15 


125 


Subtotal, value added 


143 8 


24 


354 


90 


24 7 


2131 


Imports 


139 7 


14 


361 


43 


206 


2009 


Total 


323 9 


4 


78 7 


14 3 


495 





Table MFG-20, —This table explains how two of the components 
of the column coefficients are moved into the SAM accounting 
framework. It seemed easiest to calculate household federal taxes 
and the firms' payroll and income taxes as separate rows. In addi- 
tion, household disposable income was entered directly, without its 
connection to factors made clear. This table gives the proportions 
that were used to take the data in Table MFG-19 and transform it 
into the proper categories for the 20 by 20 SAM. 



TABLE MFG-20.--ASSUMED DISTRIBUTION OF VALUE ADDED TO FACTORS AND FIRMS 





Proportions 




Values 






(8) 


(9) 


(8) 


{«) 


A Households' after tax income 










a3) Ubof 


*2! 


233 


87 8 


351 


(14) Self emptoytrent 


140 




211 




(15) Private capital r^ land 


047 




70 




Total 


100 




1510 




B Firm:* retained earinnss 










(16) firms' on reservation saving 


083 


167 


42 


82 


(17) Firms' off reservation saving 


333 


417 


166 


20 8 


Total 


10 




41*9 
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This concludee a description of the procedure used to calculate 
the changes in Table MFG-10. The use of an input-output model 
means that some strong assumptions are made. First, the coeffi- 
cients are assumed stable for the changes under consideration. 
Second, enough slack is assumed present that bottlenecks or price 
changes do not occur. The bottleneck problem is the more impor- 
ti nt one in the present context. Prices will probably be unaffected, 
since reservations are not large economic forces. But the quantity 
issues ere important. The previous section pointed out that some of 
the additional output might be provided by reduction of exports. A 
cause of this could be that all the agricultural land is in use. On 
the other hand, one characteristic of Indian reservations is that 
available resources are underutilized. If so, then the assumption of 
input-output regional models, that unemployed resources exist for 
use at current inout ratios, is defensible. 

G. CONCLUSION 

This chapter presents a fictional manufacturing plant and calcu- 
lates the net present value and rate of return of the project from 
different viewpoints. The numbers selected describe a profitable 
project from all points of view. Private and social calculations 
differ because the project uses otherwise unemployed workers 
throug lOut its life, and Lses otherwise unemployed land during its 
first five years. The most favorable point of view is that of the 
tribe, if the tribe does not consider the return of individual inveo- 
iocs. As shown in Table MFG-7, a return of 45 percent is calculat- 
ed. A more reasonable estimate is that given for the AiDFJ in its 
socidi calculation, a return of 22 percent. 

The final section of the chapter calculated impacts on an imagi- 
nary reservation iising the 20 by 20 example of the third chapter. 
Substantial impacts are t,hown to be possible when a project us^js 
inputs produced on a reserve Lion and the production of those 
inputs is cr t sed by the introduction of a new project. 




Chapter V— A Natural Resource Example 



A. introduction 



ITie previous two chapters analyze projects whose social benefits , 
have differed from orivate benefits due to employment. For both 
cases, the benefit of additional income from full time jobs increases 
social returns. Fc^ the manufacturing case, additional rent for un- 
occupied land in an industrial park is also a social benefit. This 
chapter presents an example in which social considerations lead to 
additional costs rather than additional benefits. The example as- 
sumes a tribe invests in a mineral extraction activity. Although the 
minti shows a good rate of return when just the revenues and ex- 
penses of the mine are taken into consideration, when effects on 
displaced ranchers, on the environment, and on govemnental ex- 
per?es are considered, the project is no longer so attractive. No at- 
tcript is made to chart the impact of this project on a reservation 
through use of a social accounting matrix, as is done for the agri- 
cultural and manufacturing examples. Also, only two points of 
view are presented, the project alone and the project with social 
costs taken into account. 

The following social costs are assumed to occur in this example. 
Two ranchers are forced to close because of land and water taken 
;at of their control. Three environmental impacts occur: some 
recreation uses of the land near the mine are impaired; water is 
diverted which is not replaced in the same quantity oc quality; and 
air quality is lowered. Finally, residences on the rfcaervation of addi- 
tional non-Indians and other requirements of the mine cause the 
costs of operating tribal government to rise. 



Resource extraction is complicated, and economic ana , sis of t} e 
potential of a mineral deposic is also difficult. Because of this, t.ie 
ex5)mple of this chapter is simplified to focus upon the ways in 
which ei.vircnmental and other costs can be brought into a dis- 
counted cash flow analysis. This section of the chapter briefly de- 
scribes some of the complications which have been omitted. The 
reader should not assume that a real situation would be adequately 
handled if only the social aspects are dealt with. The purely busi- 
ness aspects must also be scrutinized. At least three important as- 
pects of a natural resource extraction project are omitted or drasti- 
cally simplified in what follows: (1) uncertainty, (2) taxation, and (3) 
control There may be other important topics which are also loft 
out. 

Uncertainty io a big issue. Several types of uncertainty are im- 
portant in considering the exploitation of a mineral deposit. First, 
the true size and quality of a deposit can be discovered only 
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through gejlogic exploration, and expensive undertaking. Second, 
the future profitability of the mining activity depends upon the 
future price of the mineral. Prices for raw materials fluctuate 
widely. Over a twenty or fifty year life of a mine, these price fluc- 
tuations are difficult to predict and are not amenable to easy inves- 
tigation. One cannot drill holes to find out what future prices will 
be. Economists may attempt to predict based upon some asdump- 
tions about future supply and demand. But their assumptions may 
be rather wealdy supported. 

There are methods of dealmg with uncertainty. These methods 
involve calculating a large list of alternative outcomes, depending 
upon the value of key factors such as the price of output and the 
quality of the ore. Then the probability of each outcome is estimat- 
ed, and a reasonable gamble is determined, based upon the goals 
and values of the institution which will take the risks. Although 
the analysis can get complicated, the complexity is needed because 
uncertainty is itself a complicated phenomenon. 

Taxation is another complicated issue. There are both legal and 
economic aspects. If a project is going to be set up in a way that 
benefits both a tribe £ind a mining company or companies, there 
may be ways to structure the ownership of the mining operation in 
such a way that the total tax burden on all participants is mini- 
mized. For instance, it may be possible to use the caxing power of a 
tnbal gov nment to exclude the taxing power of a state govern- 
ment. The abilHy to this may depend upon many particularities 
ot a situation. Anot>^cr example is depreciation. That Indian tribes 
are exempt from federal income taxation when they use their trust 
resources may seem to be an advantage. But one must consider the 
fact that corporations can deduct depreciation charges from their 
income. This is a potential revenue source which would interest a 
company but not a tribe. 

The point in relation to taxation is that the financial structure of 
a mining agreement needs to be ana^zed carefully from the tax- 
ation point of view. Because the legal environment is in flux at 
present, and because the fiscal effects of a project were hendled in 
the previous two chapters, this example will ignore the issue of tax- 
ation. It will be assumed that the mine is tribally owned and there- 
fore IS exempt from federal income taxes and state taxes of all 
sorts. In addition, since the treatment of personal taxes has been 
demonstrated ir he previous two examples, the fiscal effects of the 
mcome of worker- in the mine will also ije ignored. 

A third issue is that of the sharing of control between the opera- 
tor of a mine and the tribe. Commentators, tribal leaders, and con- 
gressmen have given much attention to the problems that arise 
when the owners of a mineral resource have little control over the 
niining , ivity once an agreement has been reached. Unanticipat- 
ed probioms occur in the employment of tribal members, the pollu- 
tion of the environment, the enforcement or royalty provisions, and 
so forth. Consequently, at present there is a strong movement to 
improve the quality of mining agreements. This example is set up 
under the assumption that the tribe has a majority interest in the 
TTOject, giving it control over these key iactors. 

In summary, thc' following assumptions are made in order to 
avoid dealing with the above problem areas. First, costs and re- 
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turns are known wi^h certainty. Second, there is no taxation. 
Third, control of development rests with the tribe. 

C. DATA 

Table NR-1 lays out the assumed data for this: project. The table 
has two parts. Part A gives the costs and returns from the point of 
view of the project alone. It ends with a row which gives the net 
project cash flow. Part B gives the additional costs which should be 
included from a social point of view. It ends with a row giving the 
net private and social cost flow. 



TABLE NR-l.-DATA FOR NATURAL RESOURCE EXAMPLE 

{Pari A. Protect costs benefrts (in thousands)] 



Bast yur - 



Year- 



Post 

project 

7 to 30 values 



(1) IrM imtial capitai 

(2) AiDfC csntnbution 

(3) Loans 

a Value received 
b Rcfuyment for Yr 2 
c Rei»yment for Yr 3 
d Repayment for Yr 4 
e Repayment for Yr 5 
f Repayment for Yr 6 
g Subtotal— repayment costs 

(4) Operating costs 
a Labor 

b Materials 
c Land rental 

(5) Operating revenue 

(6) Salvage value 

(7) Net cash flow, pfivate 



-500 - 500 

-600 - 400 



510 1,110 110 117 216 268 392 



1,750 


1.750 


0 




-107 


-107 


-107 




-68 


-68 


-68 




-52 


-52 


-52 






-124 


-124 








-127 




-228 


-352 


-479 








-1,200 








-1,760 




-40 


-40 


-40 


-800 






+ 4,500 










+ 1.800 


268 


392 


1 1.021 


+ 1,000 



[Part B Social co^.i^ (in ttXHisands)] 



Pase year 



Year- 



Post 

project 

7 to 30 values 



(8) Ranoicrs' losses 
a Salarv 

b I fepreneunal value 
c Subtotal (a+b) 

(9) Environment costs 
a Recreation 

b Water 
c Air 

d Subtotal (?+b+c) 

(10) Government costs 

(11) Subtotal, social costs 

(12) Net cast) flow private and social 



-16 -16 -16 
->4 -4 -4 
-20 -20 -20 



.16 .-16 -16 -16 
-4 -4 -4 ~4 
-20 -20 -20 -20 -400 



-520 



-»20 
-1,160 



-20 
-460 



-20 
-167 



-20 
-236 



-20 
288 



- 100 -2,000 
-150 0 
-50 0 
-300 - 2.000 
-100 0 
_20 -420 -2,400 
-412 +601 -1,400 



The project 'js assumed to last for thirty years. It takes a base 
year plus six additional years to dig the required hdes and set np 
any loan contributions. The only difference's are that the amount of 
each principle is different »nd the number of years for repayment. 
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is different. The method used here to calculate the amount of 
annual payments was to use a Hewlett-Packard 38C financial cal- 
culator. The financial interest keys provide analysis of loan terms 
of this sort. 

Now, what is the proper way to include the cost of these loans in 
the net cash flow of the prcjfict? It is assumed that the loans are 
available to the tribe only they finance the development of the 
mine. Therefore, the loans are a cost only when they are repaid, 
not when the initial disbursement is received. The amount ot the 
repayments in each year is the sum of the five dUTerent schedules. 
In year 3, the charge to net cash flow is $107,000. In year 4, the 
charge rises to $176,000 because an additional $68,000 is due on the 
$1,000,000 borrowed in the third year. These payments continue to 
rise to their final level of $479,000 in the seventh year. This pay- 
ment level remains constant through the thirtieth year of the 
project. 

It may seem odd to schedule the repayment plan in this manner, 
since there are no revenues until the seventh year. The assumption 
is that the equity owners, and in this case the tribe, will have to 
service the loans during years 3, 4, 5, and 6. Therefore, these pay- 
ments represent additional capital contributions of the tribe as 
equity owner and would make the tribe the majority owner of the 
entity which undertakes the mine development. 

Operating costs, — Operating costs are given in three categories: 
labor, material, and land rental. Only land rental is a cost before 
the mine comes L to operation in the seventh year. At that time, 
the total wace cost is $1,200,000 per year. Materials— explosives, 
gasoline, and so forth— will total $1,760,000 per year. The land 
which is taken out of agricultural production paid a rent of $40,000 
per year to the tribe. This rent is foregone forever when the mine 
IS created. This is entered as a cost in each of the years. In the 
final column of the table is given the value of the rent forever in 
the years after the project is closed down. The f^re of $800,000 
represents the present value of $40,000 a year forever at an inter- 
est rate of 5 percent per year. (A valid alterative way to have 
handled this would be enter the value of the land, $800,000 as a 
cost contributed by the tribe in the first year. This would make the 
capital contribution of the tribe even greater.) 

Salvage value^—ln the thirty-first year of the project, the mine 
will run out of its mineral and have to be closed down, 'the salvage 
value of theplant and equipment recovered from the mine willbe 
$1,800,000. This is entered in the last column of the table. 

Private mt cash flow.— The final row in part A of Table NR-1 is 
the private cash flow of the prcriect. This row shows the cash flow 
situation as it would be recorded in the books of the project. A base 
year and six development years show a negative cash flow for each 
of them. Positive cash flows develop after the mining operation 
b^ins in the seventh year. As mentioned above, the loans from pri- 
vate sources are treated as costs when they are repaid. For this 
reason the cash flow in the development period does not include 
the full value of the loans, and therefore does not include the ex- 
penses which will be made in oach of those years in constructing 
the project. This stream of es^penditures will be used to calculate 
the discounted cash flow analysis from the point of view of the 
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project alone. We now turn to social aspects which the tribal gov- 
ernment needs to consider. 

E. SOCIAL COSTS AND BENEFITS 

Ranchers* losses.— The mine will remove sufficient land from pro- 
duction tc force two ranchers out of business. The private losses of 
these tribal members must be taken into account. Since these 
ranchers will not be able to attain the same standard of living in 
another occupation, their lost income is a n\atter of concern. It is 
assumed that the ranchers and their workers will have a reduction 
of $16,000 a year iii salaries and wages when they seek alternative 
employment. In addition, the farmers suffer a loss because they are 
forced out of an entrepreneurial role. This is estimated to be 9i2,000 
a year for each, a total of $4,000 a year. These losses are perpetual 
ones; they begin in the firit project year and continue past the life 
of the project. Th'^ total costs are $20,000 a year. 

Environmental costs.— Once the mine \6 in operation, a number 
of environmental costs occur. There is a reduction in the value of 
recreation near the site of $100,000 a year. Water qualrty is low- 
ered by the mine and this causes additional losers to the users of 
the water of $150,000 a year. Air pollution c^usos an additional loss 
of $50,000 a year. The total annual environmental costs are 
$300,000 a year from the seventh through the thirtieth year. In ad- 
dition, recreational benefits of $100,000 a year forever are lost after 
the project closes down. Therefore, a value of $2,000,000 needs to be 
listed as a cost during the closing down process of the thirty-first 
year. 

Government costs, — A mine creates demand for additional serv- 
ices from government. Since this mine is owned by the tribe, and 
since no taxes are collected from th mine, attention must be given 
to the additional expenditures by the tribal government which will 
result because of the mine. For example, the mine nay cause non- 
Indians to move on to the reservation during the project. Keeping 
these new residents happy may require some services and some po- 
litical activity. The mine may cause political pressure from neigh- 
boring com»*^ unities, particularly if these are people concerned 
about environmental costs outside of the reservation which are not 
being paid for by the project. The political problems those would 
cause might be rather troublesome. Therefore, it is assumed that 
the tribal government's budget would have to rise by $100,000 a 
year to deal with all the potenticd service and political problems 
caused by the mine. These costs would occur only during the pro- 
duction phase. 

Social cost cash flow. — The consequence of these social costs is 
that a substantial deduction needs to be made in each year of the 
project and in the close down in the thirty-first year. There are 
costs of $20,000 a year in the first six years due to the loss suffered 
by ranchers. In years seven through thirty, there is an additional 
$400,000 in cost for a total of $420,000 each year. In the final year 
of the project, the future lost income of the ranchers, $400,000, and 
the cost of the perpetually given-up recreation benefits of 
$2,000,000 must be charged to the project. 
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Private and social cash flow,— The last row of part B of Table 
NR-1 gives the sum of both the private and social cash flow entries 
in the table. "Private" means the project alone. "Social" includes 
social costs. In both cases, the point oi view is that of the tribe and 
AIDPC combined. Compared to the private cash flow on the books 
of the project alone, there are additional costs which reduce the 
b r>fits of the project. The major change is that the benefits of 
$1,0^1,000 a year during the production peri^' are reduced to 
$601,000 a year. In addition, the positive salvage value of the 
project becomes negative when the perpetual environmental costs 
are considered. 

P. CASH FLOW ANALYSIS 

We now tr.rn to calculation of discounted present value and in- 
ternal rate of return for this project. There are only two cases: (1) 
the project alone, the "private" analysis, and (2) the project and 
the social costs, the "social" analysis. The data for the private anal- 
ysis ic given in the last row cf part A of Table NR-1. llie data for 
the combined analysis is given in the last row of part B of Table 
NR-1. In keeping with the assumption of this cliapter, a real rate 
of interest of 5 percent is used in the discounted cash flow analysis. 
Table NR-2 lays out the calculations and the results. 

TABLE NR-2.--CALCULATI0N OF NET PRESENT VALUE NATURAL 
FOR THE NATURAL RESOURCE EXAMPLE 

[In th<HiMiid«] 



Pnvate oth How <row 7. Table NR-1> Social caih How (row 12. Table NR-1) 



A Data 



-540 
-1.140 
-440 
-147 
-216 
-268 
-392 
+ 1,021 
+ 1.000 



-540 
-1,160 
-460 
-167 
-236 
-288 
-412 
+ 60! 
-1.400 



24 
1 



B Results 



1. Private Cash Flow 2 Social Cash Flow 

Present Value at 5% : $7,668,000 Present Value at 5% : $2,946,000 

Iritemal Rate of Return : 17.6% Internal Rate of Returr : 1 1.0% 

The calculations were made on the Hewlett-Packard hand calcu- 
lator used previously. The discounted cash flow analysis keys were 
used, because the cash flows vary in each period. The terminol<M[y 
of the Hewlett-Packard system uses the symbol CFi to indicate the 
amount of the i-th cash jflow, and nj to indicrte the number of peri- 
ods for each cash flow. CFo indicate the cash flow in the first 
period. Negative signs indicate expenditures and positive signs indi- 
cate receipts. We have a total of eight cash flow amounts. One of 
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them lasts for 24 periods, the twenty-four years of production from 
the seventh through the thirtieth year. 

The internal rate of return for the project alone works out to 
17.6 percent. The present value of the project at a 5 percent real 
discount is $7,668,000. This looi^ like a feasible and good project 
from the private point of view. 

The mtemed rate of return for the project from a social point of 
view, however, is much less: 11.0 percent. The net present value at 
a five percent discount rate remains positive, at $2,946,000. But an 
analyst would want to check all the given data carefully with these 
numbers, for the project would just barely qualify as wortnwhile. 



The example and analysis has been presented as if the data were 
easy to obtain. Data about the costs and returns of the project 
alone — the contents of Part A of Table NR-1 — would comf; from a 
standard project analysis business line. Section B above discussed 
some of the complications which would arise in an actual example 
in compiling and analjrzing the strictly business information. 

The data on social impacts would involve some extra research. 
The impact on ranchers or other users of land displaced from their 
livelihood could best be estimated by interviews with the potential- 
ly affected people. If the number of them is not great, specific ques- 
tions about their other training, their desire to change jobs, the 
amount that they have invested in their current activity, and so 
forth, could all be used to estimate the impact on their income. 

Data on recreational benefits are not easy to generate. There is a 
literature on the topic of estimating the value to the public of 
recreation activity. One could search local libraries for studies on 
the recreational activities under construction to see what estimates 
have been made for other people. But some additional investigation 
specific to tribal members mipbt be needed. An example of a ques- 
tion to ask would be, "If this recreational activity were not free, 
what is the most you would pay in order to be able to undertake it 
once a month?" In place of "recreational activity," one would fill in 
the relevant example, such as fishi^fif, camping, hiking, or hunting. 
For fishing and hunting, the cost Oi purchasing the fish and meat 
is a minimum estimate of the value of the recreation, to which one 
needs to add the joy of undertaking the activity itself. Although it 
may be difficult to obtain firm numbers, it would be very valuable 
to attempt to estimate how many people would lose recreational 
benefits, and to guess at the value the average user places upon the 
resource. 

The pollution of air and water also presents difficult but not in- 
surmountable problems in estimating the value of the lost re- 
source. Again, there is a gro^^ng literature that can be > tsed to pro- 
vide data for analogous situations. A decli: in water quality, for 
instance, may raise the costs of using the water in ways that can 
ue measured. 

Some changes in governmental expenses may be easy to estimate 
and others more difficult. For an Indian tribe, some of the prob- 
lems of jurisdiction over non-Indians make tiie standard (estimates 
of costs a bit coir»plex. One needs to know whether particular social 



G. DATA SOURCES 





276 

services will be provided by the tribal government or a branch of 
state or county government. Litigation expenses may increase as a 
tribal government moves to defend its rights against state govern- 
ment. 

For each of these types of social costs, a survey of possible exam- 
ples and a listing of some sources for obtaining estimates of costs 
would be helpful. Such a survey would surely improve the value of 
this w :rk to people canying out project analysis. The objective of 
this chapter, however, has been to show how social factors can be 
included in the analysis without changing the genersd framework. 
If the social factors can be quantified and if dollar values can be 
assigned to them, then discounted cash flow can be used. Buty some 
factors cannot be readily transferred into a monetary value. For in- 
stance, the mine might disturb sacred land. In these cases, one 
must say that the use of discounted cash flow analysis is not 
enough. On the other hand, decision-making without the financial 
results should also not be enough. One should want to have both 
the numbers and the non-numerical factors in order to reach final 
decision. 

H. CONCLUSION 

This chapter presents a simplified example of the analysis of a 
natural resource project. The example was simplified in a manner 
aimed at emphasizing ways to include social costs. The imaginary 
data were created so that the social costs have a dramatic impact 
on the rate of return of the project, lowering it from 14.6 percent to 
7.2 percent. Unlike the agricultural example or the manufacturing 
example, no attempt is made to calculate the indirect impacts of 
the project through reconstruction of a social accounting matrix 
after the project ccmes into existence. Also unlike the previous two 
examples, social benefits from emplo3dng unemployed workers or 
land are not incluued. 




Chapter VI— Conclusion 



This work has three msgor topics relating to project analysis in 
Indian communities. Taken in reverse order of presentation, they 
are as follows. The examples in chapters 4, 5, and 6 show how pri- 
vate discounted cash flow ancdysis can be transformed into social 
discounted cash flow analysis. Chapter 3 deals with the big picture 
through examination of social accounting matrices. A community 
can use a social accounting matrix to examine how a project affects 
the whole economy of an area. Chapter 2 deals with institutional 
issues. It provides a checklist of issues which can too easily be 
omitted in an analysis which focuses only upon numbers. Although 
institutional issues were discussed first to stress their importance, 
the real focus of this entire work is the use of social cost-benefit 
analysis. 

This concluding chapter has three parts. The first section draws 
together the examples in chapters 4, 5, and by comparing the 
three projects in one graph. The second section briefly considers 
some shortcoming of this text. The third and final section gives a 
recommended series of steps to follow in conducting project evalua- 
tion. 

A. PRESENT VALUE COMPARISONS 

The analysis of projects eventually involves making choices 
among projects. This section compares the three examples in terms 
of their social returns. Tables C-1 and C-2 summarize the cash 
flows as reported in chapters, 4, 5, and 6. The tables use the com- 
prehensive social cash flow for each project. Table C-2 has the 
same data as Table C-1, but in the second table the cash flows are 
grouped together for translation to a hand calculator. Table C-3 
givef; prebcnt value as a function of the interest rate used to dis- 
count future values to the present. It is derived from the data in 
Table C-2. Table C-4 is a graph that displays the data in Table C-3 
in a different manner. 



TABLE C-l.-ANNUAL SOCIAL CASH FLOW FOR THRfE PROJECTS 





Agrioilhire 


ttwufjctunng 


Mining 


Base year 








1 


-5,000,000 


-1,000,000 


-W0,000 


2 


900,000 


236,679 


-1,160,000 


3 


900,000 


236,679 


-460,000 


4 


900,000 


236,679 


167,000 


5 


900,000 


236,679 


-236.000 


6 


900,000 


236,679 


-238,000 


7 


900,000 


192,979 


-412,000 


8 


900,000 


192,979 


601000 


9 


900,000 


192,979 


601,000 




900,000 


192,979 


601,000 
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TABLE C-l.-ANNUAL SOCIAL CASH FLOW FOR THREE PROJECTS— Continued 



Agriculture Manufacturing Mining 



11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 



Qnn nnn 


101 070 


f A1 AAA 

601,000 




1 01 070 


f A1 AAA 

601,000 


Qnn nnn 


1 01 070 


f A 1 AAA 

601,000 


Qnn nnn 


1 01 070 


f A 1 AAA 

601,000 


Qnn nnn 


1 01 070 


f A1 AAA 

601,000 


onn nnn 


192,979 


601,000 


Qnn nnn 


1 01 070 

192,979 


601,000 


Qnn nnn 


1 01 070 

192,9/9 


f A1 AAA 

601,000 


Qnn niin 


1 01 070 

192,9/9 


601,000 


Qnn nnn 


1 01 070 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,900 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


900,000 


192,979 


601,000 


2,900,000 


292,979 


601,000 


0 


0 


-1,400,000 



TABLE C-2 -SUMMARY OF SOCIAL CASH FLOW VALUES FOR THREE PROJECTS 



Agriculture Manufacturing Mining 



Casli flow nuntef (,) Number of Number of Number ol 
Cash <low (Cf.) periods Cash fkw (OF,) periods Cash flow (0^.) pefwts 
(fit) (n,) (n.) 



5,000,000 


1 


- 1,000,000 


1 


-540 


900,000 


29 


236,679 


5 


-1160 


2,900,000 


1 


192,979 


24 


-460 






292,979 


1 


-167 










-236 










238 










-412 










602 










-1400 



24 
1 



Sources Agriculture, Table AG-7. Manufacturing, Table MFG-8, Mining. Table NR-2 

Tenmnotogy i^indeji number of eacli cash flow. n,= number of periods for the i-th cash flow. CF,= amount of i-th cash flow 

TABLE C-3.-COMPARIS0N OF THREE PROJECTS' PRESENT VALUES AT VARIOUS DISCOUNT RATES 



Discount rates 



Present value 



Agriculture Manufacturing Mining 



4 11,179.000 2,562,000 3,834,000 

5 9,298,000 2,179,000 2,946,000 
0 7,737,000 1,858,000 2.211,000 
' 6,431,000 l,587,0Gu 1,599,000 

8 5.331,000 1,357.000 1,089,000 

9 4,397,000 1,160,000 661,000 

10 3,599,000 991,000 302,000 

11 2,912,000 844,000 200 

12 2,316,000 715,000 - .j.OOO 

13 1,797,000 603,000 
1* 1,342,000 503,000 

15 940,000 415,000 

16 583,000 336.000 
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TABLE C-3 -COMPARISON OF THREE PROJECTS' PRESENT VALUES AT VARIOUS DISCOUNT RATES- 

Continued 



Present value 



Agriculture 



Manufacturmg 



Mimng 



17 
18 
19 
20 
21 
22 
23 



264,000 
-20.925 



266,000 
202.000 
144.000 
92,000 
44,000 
300 
-40,000 
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Table C-i» 

Graphical Companson of Three Projects 




281 

Examiii'ition of Tables C-3 aiux C-4 indicates that the manufac- 
turing project is best (for its size), the agricultural project is second, 
and the natural resource project ranks tL>d, There are some com- 
plications in arri\ring at a definitive judgment, which will be dealt 
with after discussing Tables C-1 through C-4. 

Table Ol gives the cash flow in constant prices for each of the 
thirty years of the projects (the natural resource project has a 
thirty-first year). An inconsistency exists in this data because ihe 
agricultural and industrial projects were evaluated using an inter- 
est r,,te of 9.26 percent to calcukte the amortization of loans, while 
the loans available to the natural resource project charged an in- 
terest rate of 5 percent. One must distinguish between the interest 
rate used to discount future values and to compare different 
proj^ts, and the market rate of interest which determines the 
terest rate paid on loans. In this case, it appears that the 'agricul- 
tural and industrial projects are participating in market that is 
di^erent from that of the natural rep ^-ce example. This inconsist- 
ency was created by the author's d j; /aiy the inter cfst rate in 
examples. Let us asFume a special subsidy is available only to the 
natural resource project. Then we can carry on the comparison of 
the roiec<^8 at different discount rates, 

V(/Ah the financial calculators which are rjow available, it is easy 
to make a table which shows the exact relationship between the 
discount rate used and the present value of the project for a set of 
cash flow values. One enters the cash flow values in^o the memory 
of the hand calculator as explained in the calculator's manual. One 
then solves for the present v.wue of the cf .h flows for difFeront 
values of the discount or interest rate. Personal or micro computers 
also have softv/are programs which can be used for such analysis. 
An example should claiify this approach. 

Take the industrial project, which is the second column in Table 
C-L There ip an initial capital cost of one million dollars, which is 
a negative cash flow in the base period, called period 0. There fol- 
lows five years of social cash fiow of $236,679 per year, twenty-four 
years at $192,979, and a firsl or thirtieth year of $292,979. The 
Hewlett-Pi ^kard finarjial cfi'culator maraai defines a system of 
letters to identify each of thepe. The following are the letters the 
HP-38C and other Hewlett Packard financial calculators use: 

i= index number of each cash flow. For example, the initial . ^h 
flow is i=0. The cash flow in the first through the fifth year corre- 
sponds to i=l. In order to save room in the memor> of the calcula- 
tor, Hewlett Packard designed itc program such that consecuti^'e 
cash flows of the same value could be treated as a unit. The indus- 
trial project has four distinct cash flow values. They are read into 
the calculator as values of i from 0 to 3. 

CFi=The i-th cash flow, where it has just been defined. For this 
example, we have the following: 
CFo=- 1,000,000 
CF, =236,679 
UF2 = 192,979 
CF3 = 292,979 

nr The number of periods during which t!ie i-th cash flow 
occurs. The value of no is 1, since basi period is always one year 
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long. In our case, the value of ni is 5, since the i-th cash flow occurs 
five times. 

Following the directions of the calculator, one enters these 
values into the various storage positions. Then, one can calculate 
the present value for these cash flows using a number of different 
interest rates. Each interest rate is stored in the "i" position and 
th^n the "NPV" key sets the calculator to work compLting the net 
present value. 

In this case, the exercise begins with a value of 4 percent. At an 
interest rate of 4 percent, the present value of the nianufacturing 
project's cash flow in $2,562,000 (rounded to the nearest LHousand 
dollars). At an interest rate of 5 percent, the present value of the 
project is $2,179,000. At 6 percent, the present value falls to 
$^858,000. One continues this process until the present value be- 
comes negative. For the manufac; jring project, the present value 
becomes negative for values of the interest rate above 23. The "in- 
ternal rate of return" for a set of cash flows is that interest late 
for which the present value is zero. In this case, the internal rate 
of return is 22.1, as was reported in Table MFG-8, (In the old da} ^, 
before hand calculators, this method of successive calculation v>f 
let present value was the easiest way to find the internal rate of 
return for a complicated set of cash flows. Nx')w calculators provide 
a i internal rate of return function Vey and find the solution for us. 
Most of them also search for the zero present value by calculating 
and recalculating net present value for different interest rates.) 

Table C-3 gives the present values of the thrcie projects for inter- 
est rates of 4 percent and abcve. Table C-4 graj^hs the values. As is 
usually the case, the ranking of inves nenxs differs as the interest 
rate differs. Between the interest rat^L of 4 and 7 percent, the fol- 
lowing ranking occurs: 

First: Agriculture 

Second: M* ling 

Third: Manufactaring 
But at an interest rate of 8 >ei':ent, the ranking changes as mining 
and manufacturing change position: 

First: Agriculture 

Second: Manufacturing 

Third: Mining 

At an interest rate of 12 percent, tho present value of the mining 
alternative becomes negative. The noxt switch occurs at 17 peicent, 
where the manufacturing project has a higher present value than 
does the agricultural project At 1^' v»ercent, the piosent value of 
the agricultural project b' ; n'^gative. 

We must consider .j^^v of s on the comparisons among 

these projects. The ii. «imount of capital spent for e^ich of them 
ij 'different The miL g and manufacturing projects can be com- 
pared easily because Ihey both involve a one-time expenditure in 
the base period. The cost of the agiicultural project is five times 
that of the manufacturiug project. Many people might be interest- 
ed m the return per dollar invested, rather than the total present 
value of the project. Suppose that one alternative were to build five 
man HCturing projects exactly like the one we have studied. How 
woulu those five, as a group, compare with the agricultural project? 
1 ney would be better than the agricultural project at all interest 



ERIC 



283 



rates. One would multiply the second coKiran of Table C-3 by 5 in 
every case the result is a present value hig' -r than that of the 'ag- 
ricultural project. Bot a fact it may not possible to have five 
manufacturing projects equal to that which was analyzed here 
bcale of operation is important, and the best scale is often deter- 
mined by market considerations. Nonetheless, one car say that ihe 
manutacturinp project gives more nresent value per dollar of cap- 
ital invested than does the agricultural project. This simple com- 
paruson is not available for the mining project, becauF" its capital 
cost J spread out over several years. We would need ^o convert the 
capital cost into dollars of the base year at each of the discount 
rates used in order to examine the effect of scale. 

Table C-3 and its graph in Table C-4 are useful but not complete 
in the process of choosing among a number of projects. One consid- 
eration 18 the total capital budget of a tribe or aay institution con- 
sidering investment. A useful criterion to use would be to maxi- 
mize the total value of the returns from the full capital budget, 
wita whichever combination of projects gives that highest total 
return. In considering the ch(,ice among a number of projects, 
maximizing the social return from them all is a useful goal But 
other considerations must be taken into account; for instance, the 
relative ri8kin3ss of each project is important. There may be addi- 
tionaJ institutional considerations which affect the riskiness or 
which are valued themselves but are not quantifiable. 

The chapter '■onciudes with some remarks on the process of im- 
plementing the 1 i."^ on project selection that are offered here The 
section begins w i some criticism of the present text, and con- 
cludes with a listing of steps to take in implementation. 

B. CRITICISM RELATING TO IMPLEMENTATION 

The original goal of this work is to write e document that is im- 
mediately useful to those engaged in analyzing projects. As the 
writing proceeded, however, the text focused upon explanation of 
the principles beliind such analysis rather than upon the presenta- 
tion ot each of the steps needed in application of the principLs. As 
a partia attempt to fill this gap, this final section will address 
some ot the shoi-tcomings of this work as a cookbook for oroiect 
analysis. *^ 

From, the perspective of the leader desiring a cookbook, the ma- 
terials in chapters 2 through 8 can be criticized in at least three 
uimensions: (1) The details of the steps taken in applying the for- 
mulas are not spelled out in sufficient detail; (2) insufficient atten- 
'Q>?u®" ^ problems of finding data to plug into the formulas; 
and ^6) the examples are oversimplified, and no guidance is given 
to help analysts simplify a real example. The remainder of this sec- 
tion vill deal with each of these problems 

The need for detailed instructions 

■ ^ "cookbook" is a document which leaves nothing out in describ- 
ing what to do. It contains recipes which tell exactly how much of 
each ingredient the cook needs If one is going to make an apple 
pie. one needs 5 apples, one pie crust, etc. All but the most exper' 
enced cooks would be baffled by a pie recipe calling for the cook to 
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''combine Hour, shortening, water, apples, sugar, and spices and 
bake/* More detail is needed. By analog: a cookbook on project se- 
lection criteria would lay out exact and detailed specifications for 
the analyst co follow. To a certain extent, this text is vague in that 
manner, particularly in the instructions for the use of a social ac- 
counting matrix. Too many key steps are omitted, risking the re- 
sults a cook would get if he followed the general instructions given 
above. 

But another problem can c^ccur, even if one writes in sufficient 
detail to meet the cookbook criterion. Suppose the ingredients are 
not available? Some recipes call for eggs; suppose eggs are not 
available, or the cook does not know where to look in the store? 
The ingredients for project selection are data. A good cookbook text 
might give very detailed instructions about what to do with tht 
data, but not give any about how to obtain it. (Most books on cap- 
ital budgeting fail to explain the source of data for use in the com- 
plicated formulas which are recommended.) 

Sources of data 

How does one go about assembling information on institutional 
factors, on a social accounting matrix, or for discounted cash flow 
analysis? Although this is a big question which cannot be adquate- 
ly answered here, some remarks are needed. 

Data on institutional issues might best be gathered through per- 
sonal interviews on the reservation with hey people. Reports by an- 
thropologists or other social scientists may be useful but should not 
be relied upon without double-checking with people in the commu- 
nity. 

Data for social accounting matnccfi would come from publica- 
tions of the Bureau of the Census for connties, from income and 
expenditure sheets of governments and lo^^l businesses, and from 
personal interviews. Most efforts to construct a SAM would require 
information from a survey of households on the reservation in 
order to determine consumption patterns. 

Data for projects themselves would come from interviews with 
people knowledgeable about the costs of equipment and supplies, 
markets, and means of production of the goods involved. It is diffi- 
cult to list all the possible sources of infor nation about the poten- 
tial costs and revenues of projects. Of course, good information is 
required for this in order for an analysis to be worlii much. 

Complpxity in actual cases 

This work has simplified at every opportunity, in order to em- 
phasize the social aspects of project selection. But one price of such 
simplification is that a person confronted with an actual case may 
uot be able to simplify it along the lines described above. Big issues 
inay loom important which were excluded. For instance, no discus- 
sion of risk Vj given above. But most proj'^ts involve some riski- 
ness. Many choices are made in estimating the costs of production, 
among them is the choice of the proper size for a project. No dis- 
cussion of selecting scale is given above. 

Each of these three areas are legitimate criticisms of the present 
work f»*om the point of view of implementation. The following final 
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section sug;;3st8 an organization of work for application of the 
ideas presented in cliapters 2 through 6. 

C. SUGGESTIONS FOR IMPLEMENTATION 

A system of priorities needs to be given to the many ideas pre- 
sented in the preceeding chapters. The following is a suggested set 
of steps to be undertaken in implementing the project selection cri- 
teria set out here. There would be two phases to complete. The first 
phase would examine a project from the social point of view, and 
would be focused only upon one project. Tlie second phase would 
involve examination of the impacts of each project o*. the whole 
reservation economy. This phase also would in/olve selecting 
among projects if more tlian one is under consideration. 

Phase 1: Social discovnted cash flow analysis 

Step 1: Conduct a Private Di3C0untei. Cash Flow Analysis 

This is a big step which is not fully described in this work be- 
cause it is well explained in other textbooks on capital budgeting. 
All of the hard work required to estimate revenues and costs for a 
business development project needs to be assembled before the 
work can proceed to social cost-berefit analysis. 

Task la: Collect all c^t and revenue data for the project 

Task lb: Calculate the present value and internal rate of return 
for the project using market prices; i.e., conduct the private dis- 
counted cash flow analysis. 

Step 2: Identify Potential Shadow Pnce Changes 

Once the project has been described using market prices to de- 
scribe both costs and benciits, the next task is to identify ar'^as in 
which the market prices may not accurately ' resent social 
values. In these areas, the market prices wiU be ch ^ed to shadow 
prices representing social values. For instance, ti.<i wage costs of 
pieviously unemployed workers will be assignee* a shadow wage 
representing the cos^h to the worker of accepting emplo)rment. 
(This shadow wage wilJ probably be lower than the market wage.) 
Another example occurs if there are some pollution costs which are 
given a zero market price in the private analysis; these would be 
given a positive price m a social cost-benefit calculation. 

Step 3: Go Through the Checklist -^f Institutional Issues 

The conclusion to chapter 2 presents a checklist of issues which 
may he relevant for asse^«ing the institutional considerations. This 
li-^t Faould be used to search for popsible institutional complications 
whiv ' were left out of the private discounted cash flow analysis. 

Step 4: Collect Data /or Calculation of Shadow Prices 

Using the decisions of step 2, additional information will be 
needed to assign a proper shadow price to costs and revenues 
which need to be adjusted. 

Task 4a: Identify types of information needed 

Task 4b: Collect the Jata 

Task 4c: Calculate the shadow prices. 

Step 5: Collect Data on institutional Issues 

Using the decisions keached in Step 3, conduct interviews and 
generally investigate each of the potentially iniportant institutio i- 
al issues. Write a brief report stating the conclusions on each. 
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Step 6: Identify Changes in Tax and Transfer Payments 
Since part of the social cost-benefit analysis consists of identify- 
ing the effects on the budget of the federal government, it will be 
necessaiy to identify the changes in the federal budget which will 
occur. This requires estimating changes in federal income taxes, 
federal social security taxes, and other taxes. In addition, if de- 
creases in welfare payments and in any other transfers would be 
estimated. 

Step 7; Calculate Social Discounisd Cash Flow 

Using the data gathered in earlier steps, calculation of social re- 
turns using the shadow prices is the next step. If the analysis is 
going to involve several govemmdntal points of view, then the data 
of step 6 would be used to calculate each of these points of view. 

The completion of Step 7 would conclude Phase 1 of application 
of the investment criteria. The conclusion would be a statement of 
the social returns, from Step 7, and an associated assessment of the 
institutional issues, from Step 5. 

Phase 2: Analysis of economy-wide impacts 

Each of the projects under consideration on a reservation would 
be analyzed using the steps indicated in Phase 1. Some of the steps 
could be used for several dif ^nt projects. For instance, analysis 
of the emplovment effects of o..e project '-ould assist in analysis of 
the effects of others. If sufficient planning resources exist, then all 
of phase 2 would be undertaken. Otherwise, only the first two steps 
would be completed. 

Step 8: Determine Capital Budget Size 

If several different projects are under consideration, which 
should be the usual situation, then the first step in selecting 
projects is tc determine the resources available for investment in 
each of the years under consideration. 

Step 9: Select a Best Combinatiou of Projects 

Once each of the project analyses have been completed, the proc- 
ess of choice aniong them can proceed. Projects should be compared 
to one aiother in terms of social costs and returns, risk, and insti- 
tctional considerations. A chart such as that constructed in Tables 
C-3 and C-4 would be one tool to use in order to see the relation- 
ship between net present value and the discount rate for each of 
the projects. The projects with the highest net present values 
would be combined to give the best total vse of the capital bu Iget. 
But some of the institutional considerations might affect the Piial 
selection. Also, nothing has been said so far about the imnortance 
Oi the relative riskiness of different projects. Risky projects should 
be avoided unless they offer sufficient prospect for returns to offset 
their riskiness. 

Step 10: Determine if a Social Accounting Matrix is Feasible 
In order to apply the idea of a social accounting matrix, it is nec- 
essary first to assemble one. Although it may not b^ necessary for 
the matrix to be completely accurate in all dimensions, a few key 
types yf information are needed. These are information on the con- 
sumption patterns of the residents of the reservation, information 
on the sources of supply for producers on the reservation, and 
income and expenditure information for all governmental institu- 
tions and a representative sample of private businesses on the res- 
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er/ation. Should it be necessary to conduct a survey to obtain one 
of these types of information, substantial expenditure of planning 
resources and time will be involved. 

Step 11: Coiistnict a social accounting matrix 

If feasible, then all the data should be assembled into a matrix 
and the various discrepancies between different information be rec- 
onciled. This step has many separate tasks, which can be shortened 
to the following: 

Task Ua; Determine the classification system to be used for the 
SAM 

Task lib: Assemble a first attempt at the SAM 
Task 11c: Reconcile data inconsistencies and balance the SAM 
Step 12: Estimate reservation-wide impacts of each project 
With t*sk 11 complete, and with the separate analyses of the po- 
tential projects, one can proceed t'^ estimate changes ia the reser- 
vation economy which would result from each of the projects. 
Task 12a: Determine first-round effects of each project 
Task 12b: Calculate indirect or induced effects of each project 
and partially rebalance the changed SAM 

Task 12c: Examine the results to see if the estiniated impacts are 
reasonable, given the nature of the reservation economy. 

These tasks would be difficult for non-economists to complete, 
since Tasks 12b and 12c require familiarity with implementation of 
input-output techniques through matrix algebra. 
Step 13: Re-evaluate choice of projects 

With the results of analysis using & SAM, the selections made in 
Step 9 should be re-examined in light of the additional information 
about the induced or economy-wide impacts of each of the projects- 
Some projects witF modest direct effects may have substantial indi- 
rect effects on an economy and therefore would be preferable. 



Amortization 

The amortization of a loan is the process of repaying the loan, usually in .'qual 
installrwents over the period in which it is due. The repayment schedule of a he ^ 
mortgage is an example of the amortization of a loan in equal installments. \ .iis 
method of amortization is used for loans m projects in this work. 

Capital budgeting 

Capital budgeting is the process of d«*ciding how to spend an institution's capital 
budget; it could also be called investment planning, where investment includes con- 
struction of physical capital (buildings, equipment, land improvements) as well as 
inv^tment in financial securities. 

Capital structure 

Capital structure consists of the banking and savings institutions which serve tc 
cnannel savings and other finds available for investment to enterprises or house- 
holds who wish to invest. Examples are savings and loan institutions, banks, and 
the stock market 



Private cash flow is the difference between revenues and expenditures for a 
period of time, usually a year Expenditures include all costs of proauction, servicing 
of debt, and taxes Depreciation allowances are not an expenditure and are included 
in cash flow. Social cash flow is the difference between revenues and expenditures 



' This glossary defines the terms as used in this work Through error cr oversight, the defini- 
tions jiven here may vary Irom the manner in which the terms are used in other works 



Glossary ^ 



Cash flow 
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when both are calculated using shadow prices. Since shadow prices are not equal to 
market prices in every case, social cash flow is not as tangible as is private cash 
flow. 

Consumption 

In a set of accounts for a region, consumpi^Ion is the purchase of goods and serv- 
ices by households and govenmients. These institutions consume the goods during 
the year. For th^ institutions, purchases which are not consumption are classified 
as investment. Different authors and nations classify goods in different ways. Ip the 
UiJted States, for instance, the purchase of most dcrable goods, such as car^. refriff- 
erators, ar.d furniture, are clessified as consumption. AUo, all govemi. nt p« - 
chases in the United States are classified as consumption In the social accounting 
matrix in this work, however, governments are given a capital account and can 
invest. 

Discount rate 

A discount raie is a rate of interest used to discount cash flow which occurs in 
some future 3 ear back to the present. For a formula showing the use of a oiscount 
rate, see the definition of present value 



Equity is the capital contributio by owners of a firm or project. It is distin- 
guished from other forms of capital contribution, such as loans or bonds Equity 
owners share the proflts of the enterprise. An equity own.r may be a single individ- 
ual, as in a farm. The owners may be partners, o" holders of common stock. 



Exports from a region is the value of all goods and services v.'hich were produced 
in the region but were purchases by people outside of the region 

Factor income 

Factor income is the income of land, labor, and capital. The factor income of land 
is rent, the factor income of labor is wages, and the factor income of capital is profit 
and interest. 

Factor of production 

A factor of production is one of three things, capital, labor, or land 
Final entry 

In a social accounting mailix, a fma try 'm a jeceipt by one category of account 
of an expenditure of a different categ^ y of account. In this work, there are four 
categories of accounts: production, institutions, capital, and rest of world. 

Gross domejtic product (GDP) 

Gross domestic product is the value of goods and services produced within the 
boundaries of a country, without any attention paid to the nationality of the person 
producing the good or service It is "gross" rather than "net" because depreciation 
is not subtracted from the income of capital. 

Gross national product (GNP) 

Gross national product i« the value of all goods and services produced by the 
members of 0 nation without any attention paid to the nation of residenc«: of '^e 
owners of the factors of productions which produce the goods It is "gross" rr r 
than "net" because depreciation is not subtracted from the income of capital 

Gross reservation product (GRP) 

Gross reser/ation product is that value of all goods and services oroduced within 
the boundaries of reservation, with no attention paid to the ethnic identification of 
the persons producing the goods and services. GRP's definition for Indian reserva- 
tions corresponds to that of GDP for nations. 

Gross tnbal product (GTP) 

Gross tribal product is the value of all goods and services produced by members of 
a particular tribe, no matter where those tribal members live. GTP's definition cor- 
responds to that of GNP for nations 



Equity 



Exports 
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Imports 

Imports for a region arc all goods purchased by production accounts, institutions, 
or capital accounts from producers located itside of the region 

Input-output coefficient 

In an input-output model of a region, an input-ouput coefficient gives the value of 
a specific input that is rcquirea per dollar of output. Each good produced by the 
region'p economy will have a group of input-output coefficients that give the re- 
quired inputs of other products of the region to produce the output. Input-output 
coefHcients are calculated from an input-output table by dividing the intermediate 
purchases of each production account by the total value of the output of that prod- 
uct. (Note: this is the "mterregional definition of a regional input-output coefficient, 
because only inputs fiom the regian are used. Ah other inputs are classified as im- 
ports. In a "multiregional" deHnition, the input-output coefhcient would be calculrt- 
ed based on ail each type of inpu' , whether produced in the region or not.) 

Input-output table 

An input-output table is usually defined as the intenmw'iate transactions of pro- 
duction accounts. The table gives the values of goods and services as inputs in the 
production of other goods and services. (Th'B is the '^A" block of transactions in 
Chapter 4.) An inputoutput table can also be defined to include the purchases of 
services f.'om factors of production in value added rows and the purchases of goods 
by fmal demand sectors with additional columns. This broader definition of an 
input-output table would include all of the purchases an J expenditures by produc- 
tion accounts in a sociai accounting matrix. 

Intermediate entry 

111 a social accounting matrix, an intermediate entry is a transaction between two 
different categories of accounts. Four categories of accounts are used ir. this work: 
production, institutions, capital, and rest-of-world. 

Injection 

An ii^jection in an economy is either consumption, investment or exports. These 
are celled injections because they are direct purchases of goods and services which 
are used as the basis of multipliers determining the level of income of a region. 

Internal rate of return 

The internal rate of return for a series of cash flows is the discount rate for which 
the net present value of the cash flovs is exactly zero. See net present value for the 
equation; the internal rate of return is tnc value of r in that equation which makes 
NPV equal to zero 

investment 

Investment is the purchase of capital goods for the purpose of producing goods 
and service*. Firms invest by building factories and purchaaing equipment for them. 
Houwholds Invest by building homes. Governments invest by building office build- 
ings, roads, and purchasing equipment for use for more than one year. 

Joint venture 

A joint venture is an enterprise which is owned jointly by both members of the 
private sector and by a government. On Indian reservations, a joint venture is an 
enterprise jointly owned by a tribal government and an outside corporation 
Leakage 

A leakage from an economy is one of three things: imports, savings, or taxes. 
Thev are called leakages because they represent income received but not spent on 
production by the person or institution receiving the income. They are contrasted to 
injections. 

Market price 

A market price i« the pr'ce used when a purchaser and wller exchange a good or 
service. Rent, wage»5, protlt are called market prices, as aie all prices of goods and 
services 

Matrix 

A matrix is a two dimensional table of nun bers. 
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Multiplier 

A multiplier gives the ch^'nge in income which results from a given r ^ange m an 
injection For instance, if exports increase by some amount, say $100, and this 
causes income to rise by $120, then the multiplier is $120/100, or 1 2 The method of 
calculating a multiplier always depends upon the characteristics of the model being 
used to define "income" and "injection." 

Monetary rate of interest 

The monetary rate of interest is the rate of intemt expressed in terms of money 
alone, as in most financial assets. The interest races quoted in business sections of 
daily newspapers are monetary rates of interest unless the author specifically says 
otherwise. A monetary rate Oi mterest is related to the real rate of interest and an- 
ticip-ated inflation rates. Two expression' -nre often used to def'ne the relationship. 
First, the monetary rate of interest is tht; sum of the real rate of interest and the 
anticipated rate of inflation. Second, the monetary rate of interest is determined by 
multiplication as follows. 

l-|-m = (l-|-rXl-|-i) 

where, 

m= monetary rate of interest 

r=real rate of interest 

i=anticipated rate of inflation 
The three types of rates are expiessed as decimals. For instance, if the real rate of 
interest is 5 percent and the anticipated rate of inflation is S percent, than the mon- 
etary rate of interest is 11 percent using the first method, and it is 113 percent 
using the second method: 

1 113=(1.05K106) 

The monetary » 'e of interest is also called the nominal rate of interest. 
Net present value 

The net present value of a project k the difference bf . 3en the present discount- 
ed value of all benefits and the present discounted value of all costs (both operation- 
al costs and capital costs) It is computed from data on capital costs and cash flow 
for the life of a project Its formula is as follows: 



Di-a B2~C2 Bt-Ct + FV 

NPV = ~Co+ -4- + — 

a+r)' (l-j-r)2 C-l-r)^ 



where 

NPV=Nei i^resent value 

Br = Benefits or revenues in period t. where t runs from 1 to T 

Cr = Costs in period t, where t runs from 1 to T 

r= Number of periods or years in the project 

FV= Final or Salvage value of the project 
In this formula, the items in the numerators are the cash flows of the project In 
the base period, the cash flow is -Co In the first period, the cash flow is Bi-C 
and so on. 

Nominal rate of interest 

The nominal rate of interest is the monetary rate of interest 
Present value 

Present value refers to the valuv* today of money, goods, or g ^rvices which will be 
received sometime in the future By definition, a dohar to be received T years from 
now is worth the following when discounted by a discount rate r 
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1 

PV - 



For example, if a dollar will be received five years from now and the interest rate 
IS 5 percent, the value of that dollar today is as follows 



1 1 

r'V = = 7835 

(105)^ 1 2762 



One dollar to be earned five years from now is discounted by 7835 in order to give 
the value of that dollar today Another way to look at this is to say thai one would 
need to invest 7835 cents today at five percent per year in order to have a dollar 
five years from now A table of present values, a hand calculator, or a home micro 
computer can be used to perform the arithmetic 

Real rate of inte^st 

The real rate of interest is interest in constant prices It is obtained from the 
monetary rate of interest and the rate of inflation using a mathematical formula 
The formula is given in the definition of the monetary rate of interest. 

Salvage value 

The salvage value of an project is the scrap value of the equipment at the end of 
the project's life. If a project will exist hc^ond the end of the period used for analy- 
sis, then the salvage value will also in* lude an estimate of the net [iresent value of 
the project in the final year 

Shadow price 

A shadow price is a price chosen to represent social costs or benefits associated 
with a good or service A market price can be a social price if it captures all of the 
costs which are relevant. If the market fails to take all relevant factors into ac- 
count, then a shadow price is used to correct the deficiency. Shadow prices are also 
called social accounting prices. 

Value added 

Value added is a characteristic of production activities in a social accounting 
matrix It is the difference between the value of a product and the value of goods 
purchased to produce the prvxluct. Value added is the same as fac*r: income, be- 
cause the difference between the sales value ot a product and the costs of other 
goods purchased is used to pay labor, land, and capital for their services in produc- 
ing the good 
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TRIBAL TAXATION FOR ECONOMIC DEVELOPMENT 



(By Reka Potgieter Hoff) 

INTRODUCTION 

Although taxation is a basic power of self-governmeni , American 
Indian tribes have only recently begun to assert the power to levy 
taxes. Tribal tax systems presently consist principally of exportable 
taxes; that is, of taxes borne by persons not resident in Indian 
country. ^ Exportable taxes are business license fees, business activ- 
ity taxes measured by gross receipts or gross income, personal 
property taxes on leases, general sales taxes, selected "excise taxes, 
and severance taxes. ^ No tribe has enacted or yet considered enact- 
ing a personal net income tax on reservation Indians. At least one 
tiibe has considered enacting a payroll tax on both Indians and 
non-Indians employed on the reservation.^ 

Most tribes have a low taxation potential (defined as the excess 
of actual consumption over the minimum essential consumption of 
the population). However, there is some indication that this state of 
affairs may soon change as real estate developers join natural re- 
source companies to lease reservation and allotted lands for devel- 
opment. Presently there are a few Indians, holders i* allotted 
lands> who receive substantial income from the long-term lease of 
allotted lands for mineral exploitation and/or development. In 
some instances the tribal governments receive substantial income 
from leasing trihpl lands. To date, no tribe has attempted to tax 
lease income received by individual Indians. The tribes have used 
lease income received from the lease of tribal lands for governmen- 
tal services and/or have distributed such income pro rata among 
tiie tribal members. 



M8 use 5 1151 defines "Indian country" as "(a) all land within the limits of any Indian 
reservation under the jurisdiction of the Uniteo States government, notwithstanding the issu- 
ance of any pat-^nt, and, including rights-of-way running thiough the reservation, (b) all depend- 
ent Indian coinmuiiities within the U)rder8 of the United States whether within the original or 
subsequently acquired territory thereof, and whether within or without the limits c.^ a state, and 
(c) all Indian allotments, the Indian titles to wnich htwe not been extinguished, including nghts- 
of-wa*» running through the same " See Note, The Meaning and Implications of "Indian Coun- 
try''. State V Dana, 31 Me L. Rev \1\ (1979); F. Cohen, Handbook of Federal Indian Law. 29-46 
«1982ed) 

'Excise taxes can be distinguished from sales taxes in that sales taxes are generally levied at 
a flat percentage rate on most consumer goods and services, with exemptions only for "necessi- 
ties" ruch as food and medicine Excises are levied on particular items of consumption at ad 
valorum rates that differ among commodities, or on a per unit basis, e g , as a certain amount 
per 100 cigarettes or proof gallon of alcoholic beverage See S <^ Tssen, Excise Systems: A Global 
Study of the Selective Taxation of Goods and Services, (1977) A everance tax is an excise on tV 
severance, extraction, or production of a natural resource measured by the value or quantity of 
the resource severed, extracted or produced See Commonwealth Edison Co v Montana 453 U S 
609 (1981), Mont. Code Ann §§ 15-35, 101-111 (1981) 

* Currently no tribe has a pay roll tax in force The Umatilla Tribe has proposed a 4 percent 
payroll tax. See Table 1, Appendix 
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Recent tribal interest in exercising taxation authority has been 
sparked by two factors: a resurgence of nationalism and a desire to 
b?ur economic development in order to reduce tribal dependency 
upon federal assistance. The immediacy of the need to increase the 
level of tribal economic self-sufficiency has been underscored by 
the recent action of the Regan administration in reducing income 
transfer pa)rments and governmental services to Indian people.^ 

Taxation for tribal economic development raises difficult legal ju- 
risdictional considerations which are in addition to the proble.ns 
that ordinarily would be faced by any government that sought to 
use the tax system as a lever to move its economy from a present 
underdeveloped state to a higher level of development. These con- 
siderations arise out of the fact that the American Indian tribes 
are a uniq»^e entity in the federal structure: not a foreign country, 
not a stf e or municipality, but nonetheless an independent entity 
with inhe.-ent powers of self-government, subject to modification by 
Congress.* 

The purpose of this paper is to consider the suitability of differ- 
ent tax structures for American Indian tribes. Section 1 is con- 
cerned with the issue of tribal sovereignty as it relates to the scope 
of tribal taxation authority. Section 2 considers alternative tax sys- 
tems in the context of taxation for economic development. Section 
3 takes up the difficult question of tax coordination. It considers 
the different mechanisms available for fitting tribal tax systems 
into the present federal-state structure so that multiple taxation of 
the same transaction is avoided. Section 4 is a conclusion. 



For example. Keagan budget cute for the Nav^o Tribe alone were $152 million in FY 19»2 
Approximately 10.000 Nav^o jobs were loet due to a cut in CETA funds of $30 million; 11.000 
Navajo jobs *ere lost due to termination of the publicly funded housing program The Navajo 
Nation Overall Ed wmic Dei^hpment Program, IC (1982) 

* There n no statutory definition of "Indian tribe" The only explicit constitutional reference 
to Indians merely authorizes Congress "to regulate commerce with foieign nations, and among 
the several SUtes. and with the Indian tribes " Art 1. § 8, cl 17 Generally, a group .s recog- 
nized as a tribe if Congress or the Executive has created a reservation for the group by treaty. 
?^n"'?^u^®*^''\® administrative action See F Cohen. Handbook of Federal Indian Uw, 

,J>1» (19Hii ed ). J Lobsenz. "Dependent Indian Communities*' A Search for a Tiventieth Century 
Definition. 24 Az L Rev 1 U982) 
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Chapter I—Tribal Sovfreignty as it Relates to the Scope of 
Tribal Taxation Jurisdiction 

A. introduction 

On January 13, 1983, President Reagan announced the establish- 
ment of a Commission on Indian Reservation Economies to "advise 
tne President on what actions should be taken to develop a strong- 
er private sector on Federally recognized Indian reservations, 
lessen 'tribal dependence on Federal monies and programs and 
reduce the Federal presence in Indian affairs." 

This commiff'ion is the latest in a long history of Federally spon- 
sored commissions, studies, reports, and investigations of the prob- 
lem of Indian poverty and dependence.* While Congress has plena- 
ry power over Indian affairs,^ it has never enacted a plausible leg- 
islative framework to bring order to the chaotic relationship that 
exists between the Indian tribes and the state governments v/ithin 
whose boundaries the tribes are ohysically located. As long as the 
tribes did not attempt to exercise tax authority over non-Indians, 
the area of conflict between state and tribal governments was con- 
fined to disputes over civil and criminal jurisdiction.® The area of 
conflict did not significantly move to the tax arena until 1973 when 
both the Confederated Tribes of the Colville Indians and the State 
of Washington imposed an excise tax upon the reservation sale of 
cigarettes to Indians and non-Indians.® 

Delineation of the scope of tribal taxation jurisdiction raises two 
separatt' issues: (1) the source of tribal taxation jurisdiction, and (2) 
limitations on tribal taxation jurisdiction. 



• For a history of federal Indian policy following the Civil War see L Carlson, Indian Bu- 
reaucrats, and Land The Dawes A t and the Decline of Indian Farming. (1981), S. TVIer, A His- 
tory of Indian Policy (1973) 

^ Congressional authc ity to regulate Indian affairs and to determine tribal legal statwi is 
based on the Indian Commerce Clause of the Constitution, which grants Congress pow<;r "(t)o 
relate Cor.iien* with the Indian Tribes " Art I, § 8, cl 3 The Treaty Clause of the Con- 
stitution, art i Z, cl 2, granting exclusive authority to the federal government to enter into 
treaties is also a source of federal authority The practice of treaty making was C'scontinued by 
Congress in 1871, 25 use 571 

• Disputes over the extent of state civil and cnminal jurisdiction within Indian country have 
decreased since 1953 when Congress enacted Public Law 83-280, 18 USC § 1162. 25 USC 
K 1321-1326, 28 USC § 1360 delegating to six states civil and cnminal mrisdiction over tribal 
fcovem menu within state borders In 1968 Public Law 280 was amended to make the assump- 
tion of state jurisdiction over tribal government subject to Indian consent in a special election, 
25 U S L S 1326 State assumption of civil jurisdiction does not include civil junsdiction to en- 
force state sales taxes ir,poeed upon the property and activities of Indians resident within 
Indian country Bryan v Itasca County, Minnesota, 426 U & 373 (1976) See C Goldberg, Public 
Lou; 280: The Limits of State J nsdict^on over Reservation Indians, 22 UCLA L Rev 535 (1975) 
Both the civil and cnminal provisions of Public Law 280 provide explicitly that the law does not 
give authority to thr sUtes to assume either civil or criminal tax jurisdiction over on«reser na- 
tion activities of Indians resident in Indian country 28 U S C § 1360(6), 18 U S C § 1 162(6) 

• Conftderated Tribes of Colville v Washington. 445 R Supp i339 (DC Cir 1978), affd, 447 
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B. THE SOURCE OF TRIBAL TAXATION JURISDICTION 

il) Taxation Jurisdiction before the Indian Reorganization Act of 

The special legal status of American Indians antedates ratifica- 
tion of the Constitution. ^0 colonists treated the Indian tribes 
as independent nations, entering into formal treaties and agree- 
ments with them. In 1775 the Continental Congress asserted exclu- 
sive treaty-making authority with the Indians in the hope of reduc- 
ing Indian raids on white settlers in retaliation for white encroach- 
ments on Indian country. The Articles of Confederation gave 
"^t)he United States in Congress— the whole and exclusive right 
and power of— regulating the trade and managing all affairs with 
the Indians— provided that the legislative right of any State within 
its own hmits be not infringed or violated." ^2 The Constitution 
granted the President the power ''bv and with the Advice and Con- 
sent of the Senate to make treaties. No distinction was made be- 
tween treaties with Indian nations and with foreign powers. None 
of the treaties with the Indian tribes dealt specifically with tribal 
taxation authority.^* The treaty making process was ended in 1871 
as the first step toward the general allotment of Indian lands and 
the destruction of tribal authority. This policy of forced assimila- 
tion was implemented in 1887 by enactment of the General Allot- 
ment Act or Dawes Act.^« The purpose of the act was to break up 
the reservations by dividing the communally held lands into indi- 
vidualized parcels Each tribal member was to be allotted a parcel 
large enough to farm with the surplus remaining to be sold to 
white settlers, the proceeds going to finance the ''civilizational'' 
process by which the Indians were to be assimiliated into the white 
communiW.*'^ Under the Act native-bom Indians receiving allot- 
ments and Indians living off the reservation were granted U.S. citi- 
zenship. i» The Congress did not assert full jurisdiction under the 
Dawes Act over all reservation activities. There was left some area 
for the exercise of tribal self-government. In the tax area, a few 
tribes imposed license fee» on non-Indians carrying on economic ac- 
tivity within Indian country. For example, the Creek Nations, one 
of the Five Civilized Tribes, imposed a license or privilege tax on 
non-Indian traders. i» The Chickasaw Nation imposed a permit fee 
on non-Indians leasing Indian land or doing business on the reser- 
vation and a property tax on cattle owned by non-Indians and 

»o For two different perceptions of the transfer of aboriginal Indian title to the federal govern- 
ment comi»re F Cohen. Original Indian Title, 32 Minn 1 Rev 28 (1947) with F Jennings. Tne 
Invasion of America: Indians, Colonialunu and the Cost of Conquest See also, V Deloria. Jr & 
L Lytle, American Indians, American Justice, (1983) 

' » Cohen, supra note 13 at 30 
Articles of Confederation, Art IX 

''US Constitut.on, Art. II, § 2. 

Cohen, Handbook of Federal Indian Ijaw, 142 (1942) 

I! L^^*"^"' *"P''® ^' ch 1 See Act of March 3. 1871. Ch 120. § 1. 25 U S C § 71 
1 1, «9 ol cI \ " amended, 25 U.S.C 5 331 General Allotment Act of 1887. Ch 

119 § 1. 24 Stat 288 (codified as amended. 25 U S C § 331) 

" General Allotment Act of 1887, Ch 229 5 6. 24 Stat. 390. 

'"The Dawes Act did not completely resolve the citizenship problem In 1924 Congress de- 
^ ?o ® Ln designated as citizens to be U S citizens Act of June 2. 1924. ch 233, 

4.1 Stat 253. (codified at 25 U S C § 140 (aK2)) 

>» Blister V WriBht, 135 Fed 947 (8th Cir 1905). appeal dismissed. 203 US 509; Crabtree v 
Madden, 54 Fed 426 (8th Cir 1893) ^moir^ 
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grazed on Indian land. 20 Both of these taxes were held to be a con- 
stitutional exercise of inherent tribal governmental authority, not 
related to the power of the tribe to remove non-Indians present 
without permission. Judge Sanborn 0^ .he Eight Circuit Court of 
Appeals defined the origin and scope of tribal taxing power in 
Buster V. Wright: 

The authority of the Creek Nation to prescribe the 
terms upon which noncitizens may transact business 
within its borders did not have its origin in act of Con- 
gress, treaty or agreement of the United States It was a 
natural rif^ht of that people, indispensable to its autonomy 
as a distinct tribe or nation, and it must remain an at- 
tribute of its government until by the agreement of the 
nation itself or by the superior power of the republic it is 
taken from it. 

The Dawes Act did not affect the taxing authority of those tribes 
that remained in existence during the allotment period, 21 

(2) Taxation Authority of Tribes Organized Under the Indian Reor- 
ganization Act of 1934 

The allotment program was a failure, 2 2 xhe Indians weie not 
turned into prototypical American farmers by the allotment of 
Ii.dian lands. The Indian Reorganization Act of 1934 (IRA)''^ 
brought the allotment program to an end for all tribes and recog- 
nized the separace legal status of tribal governments. The IRa is 
based on the assumption, contrary to the Allotment Act, that the 
tribes will be in existence for an indefinite period and that tribal 
self-government should be strengthened. 2* Consistent vnth this as- 
sumption, the IRA affirmed the power of Indian tribes to levy taxes 
upon Indian members and upon non-Indians and non-tribal mem- 
bers doing business within Indian country. 2* Felix Cohen quotes 
the following clause as a "typical" constitutional statement of 
tribal taxing power for an IRA tribe: 

"To levy taxes upon members of the tribe and to require 
the performance of reservation labor in lieu thereof, and 
to levy taxes or license fees, subject to review by the Secre- 
tary of the Interior, upon non-members doing business 
within the reservation." 

To date 227 tribes have ratified the IRA and have received Secre- 
tarial approval for their constitutions. 2 ^ The authority of a tribe 
organized under the IRA to tax non-members rests not on the 
power to exclude non-members who fail to pay the tax but on the 
sovereign authority of the tribe to attach conditions on the right of 



^" Morris v Hitchcock, 194 U S 384 (1903) 

Buster V Wright, 135 Fed 947, 951 (8th Cir 1905) 
1928)^'**'*'"'* Government Research, The Problem of Indian Administratis, (L Meriam ed 
"25 use Subchapter V 

^o^oS*"™"!?®"*' 7Vi6a/ Self Government and the Indian Reorganization Act of 19,U, 70 Mich 
Lt nev 955 (1972) 

" 25 U SC § 476, Merrion v Jicariiia Apache Tribe, 455 U S 130 (1981) 

" F Cohen. Handbook of Federal Indian Law, 143 (1942 ed ) 

" Indian Reorganization Act, Act June 18. 1934. c 576, Stat 984 
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non-members to conduct business on the reservation, including the 
condition that they pay a tax.^s 

Recently, the Supreme Court in Merrion v. Jicarilla Apache 
Tribe 455 U.S. 130 (1981) upheld the authority of the Jicarilla 
Tribe, organized under the IRA, to impose an oil a:id gas severance 
tax upon oil and gas production on tribal lands by non-Indian les- 
sees. The tribal tax was challenged on four grounds: (1) Tribal 
taxing authority is based on the power to exclude non-Indians from 
tribal lands. Since the tribe did not initially condition the leases 
upon payment of a severance tax, the tribe has no authority to 
impose the tax at a lai^r time. (2) Congress pre-empted the Tribe's 
power to impose a severance tax when it enacted the Act of 1938, 
25 U.S.C. §§ 396(a)-396(g) regulating the leasing and development 
of oil and gas reserves on Indian land and when it enacted the Act 
of 1927, 25 U.S.C. §§ 398(a)-398(e) permitting state taxation of les- 
sees on Executive order reservations. (3) Tribal taxation of oil and 
gas conflicts with national energy policies and therefore pre- 
empted by federal law. (4) The tribal severance tax discriminates 
against interstate commerce in contravention of the Interstate 
Commerce Clause, U.S. Const, art I, § 8, cl. 3. Justice Marshall, for 
the court, rejected the contention that tribal taxing authority is 
based exclusively or even primarily on the power to exclude, stat- 
ing that such authority ''derives from the tribe's general authority, 
as FDvereign, to control economic activity within its jurisdiction, 
and to defray the cost of providing governmental services by re- 
quiring contributions from persons or enterprises engaged in eco- 
nomic activities within that jurisdiction." Justice Marshall charac- 
terized the royalty payments as a division of profits between the 
tribe and the non-Indian lessees, operating as co-partners in a joint 
venture. He characterized the severance tax as a "contribution to 
the general cost of providing government services." 

The court dismissed the second ground of attack based on federal 
and state preemption of the Tribe's taxing authority, . . the 
mere existence of state authority to tax (royalties from mineral 
production on all Indian lands) does not deprive the Indian tribe of 
its power to tax/'^° 

The court rejected the contention that national energy policies 
restricted Indian jurisdiction to tax mining activities on Indian 
land on the ground that Congress had included such taxes within 
the definition of "costs that may be recovered under federal energy 
pricing regulations."^^ 

With respect to the fourth ground of attack based upon the com- 
merce clause, without conceding that the commerce clause imposes 
restrictions on tribal tax authority, the court treated the fact of 
Secretarial approval of the tribal tax as foreclosing judicial inquiry 
into whether the tax in fact disrupted or burdened interstate com- 
merce.^2 



" Iron Crow v Oglala Suux Tribe of Pine Ridge Resen^ation, 231 F 2d 89 (8th Cir 1956); 
Barta v Oglala Sioux T ibe of Pine Ridge Reservation, 259 F 2d 553 (8th Cir 1958) 
" 455 us 130, 137 
30 455 U.S. 130, 150-51 
3 » 455 us 130, 151-52 
" 455 US 130. 155-56 
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In summary, Indian tribes organi?^ under the IRA have author- 
ity to tax resenration Indians, with or without Secretarial approval; 
they have authority to tax non-Indians engaged in economic activi- 
ties on the reservation, subject to Secretarial approval. 

(3) Taxation Authority of Tribes Not Organized Under the Indian 
Reorganization Act of 193k 

Merrion v. Jicarilla Apache Tribe left open the question of the 
legal status of tribal tax ordinances of tribes that have not ratified 
the IRA. The legal status of non-IRA tribal tax ordinances not sub- 
mitted t? the Secretary for approval is currently in litigation in the 
Tenth Qrcuit.^^ The Navajo Nation is not organized under the 
IRA.5* In 1978 the Navayos enacted an annual tax of 1-10 percent 
of the value of lease interests on the reservation and an annual tax 
of percent of the gross receipts, less specified deductions, of 
business activities on the reservation. The taxes apply alike to Indi- 
ans and non-Indians. 3* Neither of the resolutions adopting these 
taxes requires Secretarial approval to make the Uixes effective. To 
date, the ta> ordinances hnve not been enforced and no taxes have 
been paid. These same properties and mining operations on the 
Navajo reservation are also subject to Utah state property and 
business activity taxes.^® The Navajo taxes have been challenged 
by the Southland Royalty Company and by other non-Indian les- 
sees of reservation oil and gas properties. The trial court denied 
the defendant tribe's motion to dismiss, holding that the tribal 
taxes were invalid without Secretarial approval. The trial court 
found the requirement of approval to be implicit in the extensive 
federal regulation of tribal mineral leases, 25 U.S.C. 396, and in the 
' historical relationship between th3 interior Department and the 
Navajo Tribal Council^'^^ 

The legal status of tribal tax ordinances enacted by tribes that 
are not organized under the IRA is a difficult one. The issue is 
whether the Navsyo tribe and other tribes, without Secretary-ap- 
proved governments established under the Indian Reorganization 
Act, retain the power to tax reservation oil and gas operations 
under the Indian Mineral Leasing Act of 1938 and to enact gen- 
eral tax ordinances free of Secretarial approval. Although organiza- 
tion under the Act is optional, certainly if non-IRA tribes have 



Southland Royalty Co v The Navajo Tnbe of Indians, No C79-C140 (D Utah June 5. 1980), 
appeal docketed. No, 80-2035 (10th Cir 1982) 

The Nav^o Tribe has never ratified a constitution In 1934, by popular vote the Tribe re- 
jected application of the Indian Reorganization Act under 25 U.S C 478 In 1950, 25 U S C 636 
was added to tne Indian Reorganization Act specifically inviting the Navino and Hopi Tribes to 
organize under the IRA U.S. Code Congressional Service 2013-20 (1950) The Tnbe declined to 
tfake any action 

'*CAP-36-78; CJA-13-78 The Business Acti/ity Tax exempts "commercial establishments 
that are primarily engaged in selling non-Nav?jo goods at retail within the Nav^o reservation 
and any "traditional fanning or livestock activities within the Navaio Nation " 

=»• Utah Code Ann. 59-5 (67), 59-13(3) (1984); Utah Const art XIII § 2 

" Southland Royalty Co v The Navc^o Tnbe of Indians, No. C79-0140, slip op at 15-16 (D 
Utoh June 5, 1980) appeal docketed. No 80-2035 (10 Cir 1982) On August 17. 1980, the tnal 
court, in response to appellants' subsequent motion for summary judgment, issued an amended 
iudgment that the Naviyo taxes were "unlawful, void and of no effect, and the said taxes tVall 
have no force or effect unless and until they receive the lawful approval of the Secretary of the 
Interior of the United States " Record, Vol 4, at 979-80 

"25 US.C 5 396(aHg) 
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more autonomy than IRA tribes, there is no incentive for tribes to 
comply with the Act 

"Although Congress never intended to require a tribal 
constitution, Congress certainly did intend to encourage 
the Navajos to adopt one. However, there is no such en- 
couragement if on the one hand tribes adopting a constitu- 
tion must hay9 the constitution approved by the Secretary, 
but on the other hand, tribes without a constitution may 
govern solely by tribal resolution without need for Secre- 
tarial approval. In fact, this state of affairs would encour- 
age tribes not to adopt a tribal constitution, because to do 
so would be to place limits on tribal self-government that 
would not otherwise exist." 

The Indian Reorganization Act, by its terms, is not applicable to 
any reservation where a majority of the Indians vote against it 
The Commissioner of Indian Affairs has taken the position in 
Southland Royalty that he has no authority to pass on the Navajo 
tax ordinances because it is a non-IRA tribe.** Southland Royalty 
argued that Secretarial approval at least of the oil and gas sever- 
ance tax is required, despite the absence of a tribal constitution, be- 
cause of federal preemption of regulatory authority over reserva- 
tion oil and gas production.* ^ 

Counsel for the Navajo Tribe pointed out that there exists no fed- 
eral statute explicitly requiring Secretary review and approval of 
tribal ordinances. Rather, the only source of such requirement is 
the tribal constitutions of IRA tribes.*^ 

A denial of Secretarial approval on the ground that the tax is 
imposed in an "unprincipal ' manner or is "inconsistent with na- 
tional policies" must be based on the written record. 25 CFR 
§228.7(bX5). Application of the proposed regulations is limited to 
tribal oroinances "where Secretarial review u expressly required 
by federal law, the constitution of the tribe, the ordinance itself, or 
other tribal law," 25 CFR § 228.19b. 

In conclusion, under existing law non-IRA tribes have authority 
to tax reservation Indians and non-Indians engaged in economic ac- 
tivities on the reservation without Secretarial approval. The tax- 
ation jurisdiction of a non-IRA tribe is derived from its status as a 
"domestic, dependent nation," and not from federal law.** 



The source of tribal tax jurisdiction is the legal status of tribes as 
separate nation states within the United States. It derives not from 
Congress or treaty but from original Indian title by occupancy and 
remains an attribute of the exercise of tribal governmental author- 
ity until taken away by Congress. The question is what, if any, lim- 



Southland Royalty Co v The Navajo frtbe of Indians, slip op at 14 (D Utah June 5, 1980) 
♦°25US.C « 476, 447 

Southlana Royalty Co v The Navqj^ iVihe of Indians, slip op at 13 (D Utoh June 5, 1980) 
*2 25 U S C. 5 396 (a)-(g), Southland Royalty Co. v. The Navajo Tribe of Indiana, slip op. a^ 13- 

14 

Brief for Appellees at 54, Southland Royalty Co. v The Navajo Tribe of Indiana, (D Uteh 
June 5, 1980) 

** Buster v. Wright, 135 Fed 947 (8th Cir 1905), appeal dismissed, 203 U S 599 
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itations are there on the exercise of Indian tax jurisdictior. The 
commerce clause and the due process clause restrict the exercise of 
state taxation authority. Do these restrictions apply also to the ex- 
ercise of tribal taxation authority? 

Two possible restrictions on the exercise of tribal taxation au- 
thority are considered here: (1) Constitutional restrictions on tribal 
tax exportation;* 5 and (2) application of the Indian Bill of Rights to 
tribal tax laws. 

i. Constitutional Restrictions 

The commerce clause, U.S. Const., art. 1, § 8, cl. ], and the due 
process and equal protection clause, U.S. Const. Amend XIV, § 1, 
limit the exercise of state tax authority; they do not limit the exer- 
cise of tribal tax authority because the provisions of the federal 
constitution do not apply to tribal actions.*® As applied to the 
states, the commerce clause invalidates a state tax if the tax con- 
flicts with the power of Congress to regulate interstate commerce. 
Such conflict, or burden on interstate commerce, has been found in 
cases where a state imposed a license, franchise, or pri>dlege tax on 
a foreign corporation doing an exclusively interstate business 
within the state,*' or on gross receipts from interstate com- 
merce.*® State severance taxes have been attacked as an unconsti- 
tutional burden on interstate commerce because such taxes fall on 
a commodity destined primarily for out-of-state shipment and con- 
sumption, with the result that the ultimate burden of the tax is 
borne by residents of other states.*® The Supreme Court has 
upheld the validity of severance taxes where the tax is measured 
as a percentage of the value of the coal or other resource taken and 
is appUed even-h*uidedly to the severance or production of a re- 
source within a state. 

As applied to the states, the due process clause of the 14th 
Amendment forbids states from imposing confiscatory taxes.* ^ The 
equal protection clause of the 14th Amendment denies a state ''the 
power constitutionally to discriminate in favor of its own residents 
against the residents of other states members of our federation."*^ 



A state or local tax is exported to the extent that it is shifted from resident owners of cap- 
ital to out-of-state resource owners or consumer* In order to determine the precise extent to 
which a tax is exported it is necessary to identify the economic incidence of *he tax on a geo- 
graphic basis The geographic impact of a tax depends on the extent to which it is absorbed by 
the statutory taxpayers, or is shifted forward or backward to others who bear the economic 
burden The likelihood that a tax will be shifW depends on the type of levy involved See Sec- 
tio 1 HA, infra 

*^NaiiVi American Church v Navajo Tnhal Council 272 F 2d 131 (10th Cir. 1959). Talton v 
Mayes lb3 U S 376 (1896), Merrion v Jicarilla Apache Tnbe, 455 U S 153-54 
*' Western Union Telegraph Co. v Kansas 116 U S 1 (1910) 

Crew Levick Co v. Pennsylvania 245 US 292 (1917) 
**Hei8lerv Thomas C dliery Co 260 U.S 245(1922) 

^^Heisler v. Thomas Colliery Co 260 U.S 245 (1922) For a recent treatment of commerce 
clause limitations on tax exportation by stat^ se^ C McClure, Jr Incidence Analysis and the 
Supreme Court, An Examination of Four Cases from the 2 if 80 Term, 1 Supreme Court Economic 
Review 69 (1982), W Hellerstem, Constitutional Limits on State Tax Exportation 1 American 
Bar Foundation Research Journal 3 (1982) 

*' Western & Southern Life Insurance Co v. State Board of Equalization of California, 101 S 
a 2070(1981) 

Allied Stores V Bowers, 622.532(1959) 
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While the provisions of the federal constitution do not apply to 
tribaJ actions, there is nothing to prevent Congress from limiting 
^e exercise of Indian tax jurisdiction by tribal governments were 
ley aggressively to pursue tax policies that transgress basic pre- 
cepts of interstate fiscal fair play. That is, it is altogether conceiva- 
ble that Congress could intervene to limit the power of Indian 
tribes to enact tax systems consising only or primarily of exporta- 
ble taxes or taxes that were confiscatory. 

2. The Indian Civil Rights Act 

The Indian Civil Rights Act, of 1960, 25 U.S.C. § 1302 imposed 
upon tribes the due process and equal protection requirements of 
the 14th Amendment. Non-Indians and Indians alike can challenge 
the exercise of tribal tax authority under Title II, Section 202 of 
the Act, 25 U.S.C. § 1302(8): 

"No Indian tribe in exercising powers of self-government 
shall— 

♦ ♦♦♦♦♦♦ 

(8) deny to any person within its jurisdiction the equal 
protection of its laws or deprive any person of liberty or 
property without due process of law/' 

To date no challenge to a tribal tax ordinance has been brought 
under section 202 of the Act. In principle, an action could be 
brought against a tribal tax in a tribal court, for example, against 
a severance tax, on the ground that the tax violates the due proc- 
ess clause because the rate is confiscatory, or the tax violates the 
equal protection clause because the burden of the levy rests entire- 
ly on non-Indians. However, the provisions of the Indian Bill of 
Rights Act are not coextensive with the Bill of Rights of the Consti- 
tution.** The legal status under the Indian Bill of Rights of a tribal 
tax system that places its entire tax burden on exportable taxes or 
that is confiscatory is, therefore, uncertain. 

In conclusion, neither the federal constitution nor the Indian Bill 
of Rights presently restricts the scope of the exercise of tribal tax 
jurisdiction. However, Congress could intervene at any time to take 
frcn: the tribes the authority to tax non-Indians doing business or 
deriving income from activities carried on within Indian country. 
And the Indian Bill of Rights would appear to extend to non-Indi- 
ans a right to bring an action against a tribal government in a 
tribal court to challenge a discriminatory or confiscatory "-cix. 



»3 Nativt American Church, v Navajo Tnbal Council, 272 F 2d 131 (10th Cir. 1959); Talton v. 
Mayts, 163 U.S. 376 (1896) Native Amincan Church involved the validity of a Nav^o Tribal 
Council ordinance prohibiting the sale, us^ anu posaeflsion of peyote Talton presented the ques- 
tion of the appIicaUon of the Fifth-Amendment to a law of the Cherokee Nation that authorized 
a grand jury of five persons to institute criminal proceedings. There is no case that specifically 
addresses the issue of the application of the commerce clause to the exercise of tribal tax au- 
thonty over non-members. In Memon J. Marshall stated that the commerce clause "does not 
impose restrictions on tnbal activity " Memon & Bayless v. Jicanlla Apache Tribe 445 U.S. 130 
(1983) at 153-54 

" Stands over Bull v Bureau of Indian Affairs 442 F. Supp 360 (Dist Ct Mont 1977), appeal 
dismissed 578 F 2d 799, Janis v Wilson, 1143 (Dist a SD 1975), Lohnen v Cloud, 366 F Supp. 
619 (Ditft Ct N.D 1973) See Comment, The Indian Bill o/ Rights and the Constitutional Status 
of Tnbal Government. 83 Hant. L Rev. 1343 (1969) 
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Chapter II— Tribal Taxation and Economic Development 



A. INTRODUCTION 

The tax systems of the federal and state governments reflect the 
economic institut' is of a highly developed industrialized society. 
American Indian bribes are struggling toward economic independ- 
ence and industrial growth under institutional arrangements that 
are as yet relatively undeveloped. Therefore, the federal experience 
is, of a limited analytical value to those tribes that now seek to de- 
velop a p>eparate tax capability within the federal-state governmen- 
tal structure. 

However, the economic criteria by which a tax structure is to be 
judged are of universal application. The principal facts that must 
be taken into account are: the effects of the tax on incentives and 
economic efficiency; the fairness of the tax as between persons of 
like taxable capacity (horizontal equity); the effects of the tax on 
income redistribution between rich and poor (vertical equity); sim- 
plicity, ease of understanding, and al^nce of excessive administra- 
tion and compliance costs. 

Treated exhaustively, a study of the characteristics of an opti- 
mum tax system for developing local governmental units existing 
within the framework of a developed federal-state system could 
easily fill volumes. To keep the subject manageable, the scopr of 
this study is limited to a consideration of bur issues: (1) The char- 
acteristics of an optimum tax system; (2. Economic factors that 
bear on tax structure design in a developing country; (3) Choice of 
tax base; and (4) Coordination of tribal tax systems with the state 
and federal tax systems. 

B. THE CHARACTERISTICS OF AN OPTIMUM TAX SYSTEM 

i. Incentives and economic efficiency 

Taxes have an important effect on incentives and opportunities 
to work; to save, to invest, to take risks and innovate, to ose re- 
sources efficiently, and to allocate resources to uses which ^st 
serve the needs of the people residing within the jurisidiction oi 
the taxing authorit' The ways in which a given amount of tax rev- 
enue is raised have differing effects upon economic opportunities 
and incentives. 

A personal tax has both an "income effect" and a ''subs?tution 
effect.'' A tax on income reduces the taxpayer's spendable income 
with the result that he may work harder to restore in part his p(»t- 
tax income (the income effect). At the same tim. , a higher margin- 
al tax imposed on income reduces the net spendaole income which 
the taxpayer can get from an additional hour of work. This reduc- 
tion in the extra goods and services that he can earn from an 
hour's work will tend to make the taxpayer prefer leisure to work 

(305) 
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(the substitution effect). The substitution effect of a personal tax is 
an indication of economic inefficiency and waste, even if it does no 
more than offset the influence of the income effect. The substitu- 
tion effect of a tax on income can take many forms. The profession- 
al may move to a lower tax jurisdiction. The wage earner may 
reduce his hours of work in order to substitute untaxed do-it-your- 
self ac^^vity at home for taxed work. The homemaker may substi- 
tute untaxed domestic work for taxed earnings outside of the home. 
The businessperson may substitute an easy life for the effort neces- 
sary to expand an existing enterprise. A saver may substitute 
present consumption for future consumption because the tax on 
the income from savings makes deferral of consumption unattrac- 
tive. The varietv of substitution effects is as diverse as the econom- 
ic activities of tne taxpayers. 

Taxation of business income may cause other kinds of distortion. 
It may lead to a choice of a form of business organization that 
minimizes ta:: liability but is not the most appropriate and efficient 
for the particular activity in hand. Or taxation may lead to the 
substitution of a less profitable, more stable busi^iess for a more 
profitable but less stable enterprise to avOid the progressive mar- 
ginal tax rate on higher income. 

Taxation of consumption, by specific excise , xes also may cause 
distortions. Suppose that a consumer has income sufficient to pur- 
chase one loaf of bread and one quarter pound of butter and that 
the division of this income between bread and butter is optimum, 
^ven the level of income. Now impose a tax on butter. The result 
IS that the consumer has less spendable income (the incoiie effect) 
and the relative after-tax price of butter is higher (the substitution 
effect). As a result the consumer must redfuce his purchase of 
bread, or butter, or both. The situ?Uion differs, however, with a 
eneral tax on consumption, applied at the same rate, let us say, to 
read and butter. The consun^c^ has less after tax income to spend 
on both bread and butter (the income effect) but since both are 
taxed, the relative after-tax prices of both bread and butter are un- 
changed and there is no substitui^ion effect. 

Little is known of vAe importance of substitution effects because 
it is difficult to obtain and interpret the rexevcuit information. In 
principle it is a question of fact whether in £my specific sector the 
substitrtion effect is large or small. 

A corollary of the need to keep margin tax rates down is a gener- 
al presumption in favor of a broad based tax system and a tax 
system wmch comprises several different taxes. Distortions affect- 
ing incentives and economic efficiency are minimized if the tax 
system is confined to two or three well defined bases whose nature 
can be easily understood by the taxpayer. Substitution distortions 
also are minimized if a given revenue is raised by means of low 
rates of tax spread over a broad tax base x)vering a multiplicity of 
economic activities Foi this reason it is important to resist erosion 
of the tax base through the allowance of exemptions, deductions, 
and other special pur]X)se relief provisions. Substitution distortions 
also are minimized if ;:he tax system comprises a large ran^e of dif- 
ferent taxes at different rates on a broad range of economic activi- 
ties. In theory there exists a distinct optimum rate of tax fcr each 
different kind of trarsaction. That is, an ideal system of taxes 
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would impose high rates wherever the incentive effect was favor- 
able and low rates wherever it was unfavorable. For example, if 
land were fixed in amount and alwavs let out tor use in the activi- 
ty which yielded the highest possible pre-tax rent, a tax on land 
would fall solely on the landowner; the uses of the land would be 
unaifpcted, and no distortive inefficiencies would be introduced. 

2. Horizontal and vertical equity 

Any tax system will have income distributional effects even if it 
is only a matter of deciding who should Leer the burden of financ- 
ing a given level or kind of government expenditure. Such distribu- 
tion effects are less persuasive, however, than the income redistri- 
butional effects of a tax system expressly designed to inmrove the 
relative position of the poorer members of the society. The equity 
of a tax svstein must be judged both by the extent to which it 
treats fairly and equally those members of the society who are 
equally rich or poor (the horizontal equity criterion), and by the 
extent to which the tax redistributes income from high income to 
low income groups (the vertical equity criterion). 

There will inevitably be some clash between the criterion of eco- 
nomic ef^cienc^s which requires low marginal tax rates in order to 
minimize substitution distortions, and the criterion of vertical re- 
distribution, which requires higher average rates of tax on the rich. 
The final choice of the redistributional aim for a tax system re- 
quires a balancing of redistributional and efficiency considerations. 
Fv>r example, should differences in needs or tastes be considered in 
comparing taxable capacities? Should the taxable capacity of per- 
sons in different family conditions be taken into account? What is 
the nature of the tax units which it ^ fair to employ for compari- 
sons of taxable capacity— the individual, the nuclear family, the ex- 
tended family, the household These questions involve value judg- 
ments as well as efficiency considerations and therefore constitute 
a basic task for political decisions. 

«?. Simplicity and costs of administration and compliance 

A good tax system is coherent, straight forward, and simnle. Tax 
buixlens which are disguished by complexities in the devising or ad- 
ministration of the tax or by uncertainties in its application do not 
satisfy the criterion of simplicity. Related to the criterion of sim- 
plicity is the question of certainty as to the amount of tax that 
should be naid on each taxable object or transaction. The principle 
on wb^'' ,.^e tax base is chosen should be easy to perceive. That is, 
the taxpayer should be able to understand the purpose intended to 
be served by the ;hoice of the particular form of tax. 

Finally, in a federal society a tax system for a local governro kin- 
tal unit (including state, county, mu-^icipality, Indian tribe) must 
be capable of integration with the tax systems of the ether inde- 
pendent layers of government. The tax systems of all layers of gov- 
ernment, taken together, must make a coherent whole. 

Ease of administration is an aspect of simplicity. Governmental 
costs of enfoix^ement and private costs of compliance are reduced if 
the tax system is simnle, straight forward and precise. The more 
straight forward are tne taxpayer's obligations, the less time and 
trouble need be spent on the preparation of tax returns and the 
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less scope for expenditure of time and resources on the search for 
complicated ways to reduce tax liability. 

C. ECONOMIC FACTORS THAT BEAR ON TAX STRUCTURE DESIGN IN A 
DEVELOPING COUNTRY. 

1. Tribal economies 

There are two-huadred-seventy Indian reservations, twenty-four 
trust reserves, and one hundred federally owned land areas set 
aside for Indians. There are fifty-one million acres of Indian coun- 
try, consisting of forty million acres of tribal land and eleven mil- 
lion acres of allotted land owned incividually. The size of these 
areas ranges from fourteen million acres for the Navajo reserva- 
tion with a population of 100,000 Indians to single-acre California 
"rancherias' with no resident population.** 

The economies of the Indian tribes display the principal charac- 
teristics of less developed economies generally: low rate of capital 
formation; high unemployment; limited margin over subsistence for 
a large percentage of the population; high percentage of the popu- 
lation engaged primarily in subsistence agriculture; a relatively 
small market sector. The reasons for Indian povert;' are many: cul- 
tural and geographical isolation, lack of reservation educational op- 
portunities, undeveloped reservation-based natural resources, and a 
value system that restrains individual self-seeking in favor of 
family or clan.*« In contrast to the poverty of most Indians, there 
are a few Indians, owners of allotted lands, who receive substantial 
sums from the rental of these lands to non-Indians for mining, ex- 
ploration, grazing, residential and business development. At 
present this rental income is not taxed for the benefit of the tribe 
as a whole and thus flows out of the reservation economy as it is 
spent on goods and services produced off the reservation. 

The economic preset- -,e of non-Indians on most reservations is a 
significant one. Non-1 dians are engaged in mining, construction, 
wholesale and retail .^ade, and to a lesser extent, in government 
services, Indians are employed principally in the ag^cultural and 
service sectors, including government service. TVpically, personal 
income per capital of Indians living and working on a reservation 
is lower than that of Indians who live on the reservation but are 
employed off the reservation. 

2. Tax structure for a developing economy ^'^ 

The economic structure of Indian tribes, like that of underdevel- 
oped economies generally, imposes severe limitations on the struc- 

" Joint ; :onomic Committee, 9l8t Cong. Ut Sew . Toward Economic Development for Native 
Amencan Communities, (Comm. Print 1969). 

"Sec, for example, Iverson, The Navqjc Nation. Greenwood Press (1981); B. Taylor & D 
O U>nnor, /m/win Manpower Resources in the Southwest, Bureau of Businese ard Economic Re- 
search, Ooll«e of Business Administration, Ariiona Stole Universit) (1969); H. Hough, Develop- 
nSiL^CrL^^ Indian Community Ac* on Prograr.i, Arizona Stele University 

U9b7); r/w Aawyo Nation: An Amer'^n Colony, Report of the United SUtes Commission on 
Civil RighU (1975); The Farmingion Report: A Conflict of Cultures, report of the New Mexico 
Advisory Committee to the United Steles Commission on Civil Rights (1975); Navajo Political 
Process, Smithsonian Institution Press (1970). 

j*lTi2f !S^j°r ^7**^ heavily from 0. Meier, Leading Issues in Economic Development, (3d. 
ed. 1976) Bird & Oldman, Readings on Taxation in Developing Countries (1967 ed ); and H, Hin- 
nchs, A General Theory of Tax Structure Change Dunn^i Economic Development (1966) 
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ture of a tax system. The predominance of agriculture and the dif- 
ficulty of reaching it through income taxation suggests that land 
taxes should predominate. However, most Indian land is owned by 
the separate tribes and leased to non-Indians. It therefore is not 
available for inclusion in the tax base of a tribal tax system. How- 
ever, the '^ntal income could be used, and to some extent presently 
is used, to iinance governmental services. 

Outside of agriculture, there is some manufacturing in small- 
scale establishments that might be reached by a manufacturing 
excise tax, Persoril income tax, to the extent that it can be applied 
at all, should be imposed on a schedular, nonglobal basis. That is, 
the tax should b^ assessed separately on distinct sources of income 
and not as a personal tax on total income received. Effective tax- 
ation of wage income probably is limited to the wage income of 
civil servants and employees of the large non-Indian companies 
that have leased Indian lands for exploitation and development. 
Determination of business income in a developing economy is very 
difficult. If the business is operated without an adequate account- 
ing system, it may be necessary to determine it on a presumptive 
basis; that is» by applying stipulated margins to estimated sales. Ef- 
fective taxation of corporations most likely is possible only for the 
large non-Indian-owned firms doing business on reservation land. 

It is possible to design a tax system of interlocking taxes that 
would assure a high level of taxpayer compliance. Such a system 
would tax income, expenditure, and net worth. Given the true base 
for any two of the three taxes, the true base for the third can be 
determined. However, a self-checking system is unrealistic Tor a de- 
veloping economy without a history of tax administration and a 
high level of administrative skills. Therefore, it is essential to con- 
struct a tax system that will enforce fines for underreporting, pros- 
ecute offenses, and mini'nize opportunities for evasion by the tax- 
payer and collusion stemmir«g from discretion by the tax collector. 

Taxation for economic development 

The primary economic goal of the Indian tribes, similar to that of 
underdeveloped countries, is substantially to increase the rate of 
economic growth and to raise the level of per capita real income of 
the tribal members. This goal can be attained by the provision of 
additional essential governmental services, particularly in educa- 
tion, public health, and transportation. This goal can be attained 
also by increasing the rate of capital formation in production facili- 
ties—whether in the governmental or the private sectors. The spe- 
cific goal of taxation for economic development is to achieve that 
rate vf capital formation that will permit the maximum rate of 
growth in gross tribal product, feasible under the circumstances. 
The role of taxation is to restrain consumption so that the amount 
of investment needed for non-inflationanr growth can be undertak- 
en and to do so in such a way that the consumption of higher 
income groups is restrained more, proportionately, then the con- 
sumption of the lower income groups.*® 



See Toye, Taxation and Economtr Development (1978)^ G Meier, supra. 
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The primary economic goal requires a transfer of resources from 
the private sector to the tribal governmental sector for the produc- 
tion of government services. The specific goal requires a transfer of 
resources to capital formation for both tribal and individual Indian 
enterprises. In the context of the tribal-state relationship the mtgor 
source from which these resources can be drawn is taxation of non- 
Indians carrying on economic activity within Indian country: busi- 
ness license fees, business gross receipts taxes, possessory interest 
taxes on mineral leases, severance taxes on mineral production. Be- 
cause Indian-economies are characterized by a limited margin over 
subsistence and a high percentage of the reservation population is 
engaged in subsistence agriculture rather than in producing for the 
market, a graduated, net income tax on tribal members and on 
business entities is not a feasible revenue source. However, rental 
income received by Indian lessors of allotted lands should be 
reached by a tax withheld at source by the lessees. In addition, low 
rate taxes on present use for consumption within Indian country 
should be considered: a general sales tax, sumptuary taxes on 
liquor and tobacco, and personal property taxes. A low rate payroll 
tax on reservation employees, withheld at so arce, is also a possible 
source of revenue for economic development. 

The volume of income produced within a geographical area, re- 
gardless of where the recipients of that income reside, determines 
the taxable capacity of the area. Both income received, in the form 
of wages, salaries, dividends, interest, rents, profits, and income 
produced can provide a basis for taxation. Income received is taxed 
by an income tax. Income produced is taxed by general sales or 
groGS receipts taxes, severance taxes, or property taxes. These two 
values, income received and income produced, are not equivalent in 
any one taxing jurisdiction because income produced in one area 
may be received by residents in other areas. 

(a) License fees and charges 

There are many kinds of taxes in the form of fees, licenses and 
charges: drivers* licenses, motor vehicle registration taxes, corpora- 
tion licenses, hunting and fishing licenses, alcohol and tobacco 
sales licenses. Such taxes are pecuniary charges levied for the 
privilege of carrying on economic activity and for using governmen- 
tal services within the taxing jurisdiction. If an economic charge 
were not levied for these services their cost would be a burden 
upon the over-all budget of the government; that is, the cost would 
be borne by al! taxpayers within the jurisdiction. There are advan- 
tages to using specific ^ees and charges to pay for government serv- 
ices. The person enjoying the privilege is not compelled to pay the 
charge; i i can always forego the privilege. If he pays the charge it 
is certainly, in part, because he feels he receives a specific measur- 
able benefit from the government. Further, such taxes tend to have 
a favorable effect on incentives because the goods and services^for 
which the fees are charged tend to be in strong demand. All iifty 
states in the United States levy annual license fees and charges. 
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The average per taxpayer annual fee or charge for each tax is as 
follows:*' 



Motor vehicle registration $32.83 

Drivers' license 2.63 

Corporation license ... 501.64 

Hunting, fishing license 6.19 

Alcohol sales license 683.23 



Twenty-seven tribes levy an excise tax on tobacco and alcoholic 
beverages.*® 

(b) Business activity taxes 

A common form of business activity tax is a levy on "the privi- 
lege of engaging or continuing in business or doing business" 
within the taxing jurisdiction measured as a fraction of gross pro- 
ceeds of sale, gross income, or gross values. The base of such a tax 
in the sale of all current output, including both consumer and cap- 
ital goods. The average effective tax rate for all fifty states is 6.82 
percent.*^ In economic effect the tax is similar to a general retail 
sales tax or a low-rate turnover tax.*^ The tax may be passed on to 
consumers of the output by an increase in absolute prices charged 
by the statutory taxpayer; it may be absorbed by the owners of cap- 
ital; or it may be passed on to producers of the output by a reduc- 
tion in wages paid by the statutory taxpayer. If the producers, 
owners of capital and consumers of the taxed output reside in the 
taxing jurisdiction, the result in all cases is a reduction ii dispos- 
able income within the taxing jurisdiction, but no tax exportation. 
If the producers, the owners of capital, or the consumers reside out- 
side the geographic boundaries of the taxing jurisdiction, the tax 
may be exported. For example, in the case of the Indian tribes the 
tax would be exported if the producers are Indians employed on 
the reservation and the consumers of the output reside ciT the res- 
ervation, and the tax is passed onto consumers.*^ Eighteen tribes 
have enacted business license or business activity taxes.*'^ 

(c) Personal property taxes 

A tax on personal property, for example, on houses, motor vehi- 
cles, and farm animals, offers less danger to incentives than Jo 
levies directly related to the earning and use r** income. Further, if 
income is not taxed or is taxed at a low flat rate, the taxpayer 
would likely increase his work-effort in order to recoup the income 
lost to the personal property tax. Most states do not tax business 
personal property, such as inventory and equipment, that is not 



Advisory CommiMion on Intergovernmental Relations Tea Capacity of the Fifty States- 
Methodoingy and Estimates 19 (19R2) hereinafter cited as Tax Capacity 
•° See Appendix—Tribal Experience, infra. 
Id Tbjr Ca/xicii^, supra. 

*^ A turnover tax is a single stage value added tax imposed on all transfers for a consider- 
ation in the production and distribution of goods Transfers within a single firm are excluded 
from the base of the tax. Business activ.^y taxes are not generally classified as general oales 
taxec S Cnossen Excise Systems- A Global Study of the Selective Taxation of Goods and Serv- 
ices J J mill 

The consensus is that business activity taxes and general sales taxes are fullv shifted for- 
ward to consumers C McClure, Jr Commodity Tax Incidence in Open Economies, l7 Nat'L Tax 
J 187 (1964); C. McClure. Jr. The Interstate Exporting of State and Loral Taxes: Estimates for 
1962, 20 Natt Tax J. 49(1967) 

See Appendix— Tribal Experience, infra 
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permanently installed because such property can be readily moved 
to another jurisdiction. They also exclude intangibles, jewelry, 
silver and other personal Household furnishings that can be easily 
hidden from the tax collector. Seven tribes have enacted property 
taxes on the value of leasehold interests.** 

(d) Possessory interest tax 

A possessory interest tax is based on the market value of a lease- 
hold. It is a form of property tax. The principal problem with this 
form of property tax is one of valuation. There are several different 
approaches: the present discounted value of the rental saving 
where the contracted rent is less than the fair market value of the 
leased premises;*'' the present discounted value of anticipated gross 
income less necessanr expenses;** the value of the whole property 
minus the value of the leased fee which should be the same as the 
present discounted value of the difference between the economic 
rent from the whole property and the contract rent to the lessor 
for the lease period.*^ 

Of all the forms of taxation, a property tax on the leasehold in- 
terests owned by non-Indian lessees of reservation natural re- 
sources offers the least danger to economic development pev dollar 
of revenue obtained. The nation-wide shortage of energy resources 
brought about by rapid economic growth and the price increases 
forced by the OPEC countries have brought shcup increases in nat- 
ural resource values reflecting economic rent. 'Hiis is the surplus 
return to a non-Indian lessee over find above the minimum return 
necessary to induce him to engage in on-reservation mineral pro- 
duction. Taxation of these rapidly increasing leasehold values 
would have no effect upon Indian development, would lessen de- 
pendence on other tribal taxes, and has the substantial merit from 
an equity standpoint of returning to the Indian tribes a portion of 
the surplus created by world market conditions. This true whether 
the tax is borne by the non-Indian owners of capital in the form of 
a reduced rate of revenue or is borne by the non-Indian consumers 
of the mineral resources in the form of higher prices. In either 
case, the tax would be exported. Four tribes have enacted posses- 
sory interest taxes.''*^ 

(e) General sales tax 

Indirect (commodity) taxes t)rpically play a major role in the tax 
structures of developing economies. The principal economic argu- 
ment for indirect taxes is that they are not directly related to the 
earning of income and thus are not a work disincentive. At the 
same time, indirect taxes raise the costs of consumption relative to 
saving cmd thus are an incentive to increase the percentage of 
income saved. If basic subsistence expenditures are excluded from 
the tax base the tax does not violate the usual standards of equity. 



•* Helleritein and Helleratein, State and Local Taxation, Cases and Materials, Ch 5, (1982) 

See Appendix— Tribal Experience, infra 
*^ St. Louts Countv v State Tax Commission, 406 S.W. 2d 644 (Mo 1966> 

De Luz Homes Inc v County of San Diego 290 P 2d 544 (1955). 
•» See R Ri-k», Possessory Interests in Publicly Owned Property Impr -ly Assessed, 20 NatX 
IX J. 347(1967) 

'0 See Appendix—Tribal Experience, infra 
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If there were no local production of the taxed items, a general sales 
tax would in fact amount to an import duty. 

A general sales tax, like the different business activity taxes, is 
impcied on the gross receipts of firms. Unlike taxes measured by 
gross receipts, however, general sales taxes may differ in their 
degree of generality. The tax may be imposed on the sale of both 
capital and consumer goods and services or on the sale of consumer 
goods and services only. State sales taxes differ from the European 
vcdue-added taxes in that they are imposed at the final (ret^l) 
stage and not in multiple stages. The base of a general sales tax, 
however, is the same as that of a value added tax and the incidence 
is similar.^ ^ 

In an economy where all income received is spent and personal 
savings are zero, a general sales tax on consumer goods and serv- 
ices is similar to a tax on all income. That is, the base of a general 
sales tax is less than the base of an income tax by the amount of 
saving. Imposed as a tax on the retail sale of consumer goods and 
services, a general sales tax is reflected in an increase in the retail 

Erice of the taxed goods and services. This means that at the 
igher price the same level of money wages will purchase fewer 
consumer goods, with the result that the real income of consumers 
is reduced. At the same time, the price of capital goods is un- 
changed, leaving savers (whose savings are invested in capital 
goods) relatively better off. The burden of a general sales tax thus 
depends on how the wage earner (consumer) divides his income be- 
tween consumption and saving. And, since the ratio of consumption 
to saving falls when moving up the income scale, the ratio of tax 
burden to income also falls by income level. That is, a general sales 
tax is inclined to be regressive. 

Applied to the economy of an Indian reservation, several steps 
could be taken to counteract the inherent rqzressivity of a general 
sales tax. Tlie rate could be kept low, 4 to 6 percent. Food, medi- 
cine, medical services and other essential items could be removed 
from the tax base. Sales tax exemption certificates could be issued 
to retired, unemployed, or disabled persons. Seven tribes have en- 
acted a general sales tax.^^ 

(f) Selective excise taxes 

An excise tax is a selective tax on specific goods and services. 
Unlike a general sales tax on all commodities and services other 
than those specifically exempted, excise taxes can serve both a rev- 
enue and a regulation function. For example, excises can control 
the consumption of sumptuary goods such as liquor and tobacco. 
Excises can be imposed on nonessential or luxury items such as 



^ * Considar a finished product, such as a loaf of bread Following it through the successiv.-^ 
stages of production, we begin with the farmer selling wheat to the flour mill, the flour mill 
selling the flour to thp i>aker, the baker selling the bread to the grocer, the grocer selling the 
bread tn the customer. At each stage the value of the bread is increased aiid the sales price rises 
accordingly. Each increment in price reflects the value added at that stage. The value or price of 
the final prod act equals the sum of the increments or values added at each successive stage. A 
value added tax imposed on the increments is thus identical in its base to a retail sales tax 
imposed on the flnal value of the product. Indeed, the value added tax is collected as a sales tax 
in France, Germany, and Mexico. For example, assume a four stage product with the value 
added at each stage to be $100, $200, $50, and $20 A multistage value added tax of 10 percent 
would be equivalent to a single tax of $37 imposed at the last stage, the ^le to the consumer 

^'See Appendix— Tribal Experience, infra. 
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theater tickets, petroleum products, and jewelry that are consid- 
ered proxies for taxpaying capacity. Excises on services such as 
those related to restaurants, hotels, club dues and transportation 
might also come within tho luxury category. Related to the sump- 
tuary excises are regulatory type taxes on air and water-polluting 
firms designed to internalize external diseconomies generated by 
the producer. 

There are two kinds of excise rate schedules. A unit or specific 
excise is one where the rate is expressed as a fixed amount per 
unit. An ad valorum excise is one where the pa3mient is expressed 
as a specified proportion of the value of the commodity. Value may 
be based on invoice price or on a constructive or appraised value 
determined by the excise authorities. 

Effective rates on traditional excise goods are high in most 
states. The average tax for state purposes is: 

Highway fuel consumption in gallons (tax per gallon) $0 0794 

Consumption of distilled spirits (tax per wine gallon) 5 69 

Cigarette consumption n packages (tax per packages) ... . 1311 

Twenty-three tribes have enacted excise taxes on the sale of ciga- 
rettes, liquor, heating fuel, native handicrafts, and construction 
materials. The rates vary from 5 percent to 15 percent* 

Selective excises, unlike a general sales tax, affect economic 
choices, not only in relation to the taxed commodity but also in re- 
lation to commodities not taxed. The effect ultimately is to distrib- 
ute real income among consumers, owners of firms, and suppliers 
of labor services. This distributive effect is the incidence of the 
excise. In general, if the supply of the taxed good is elastic and the 
demand for it is inelastic, the consumer will bear the burden of the 
tax in terms of paying a higher price for the taxed item.''* For ex- 
ample, the demand for alcoholic beverages and tobacco products is 
generally assumed to be relatively inelastic. The result is that alco- 
hol and tobacco excises can be a significant source of revenue as 
well as exercising a regulatory function. It may well be that a 
tribal tax on native handicrafts purchased by non-Indians is rela- 
tively inelastic because the articles are unique and the tribe ac- 
counts for a major portion or all of the domestic production.''® On 
the whole, excise burdens are assumed to fall on consumers and to 
be distributed on the basis of consumption of the taxed items. 

(g) Severance tax 

A severance tax is a tax based on the privilege of severing miner- 
als, the business of mining, or the value of production. Tax fomu- 



Tax Capacity, supra at 19. 
'♦See Appeni'ix— Tnbal Expenonce, infra 

""iTie concept of elasticity of supply indicates the degree of responsivenesa of the quantity 
8upp led to changes in market price Conversely, the concept c elasticity of demand indicates 
the dfe^iw cri i«!i»pon8iveness of the quantity demanded to changes in market price Supply is 
elastic if the percentage rise in the quantity supplied is greater than the percentage rise in price 
bringing about the increased supply Demand is inelastic if the percentage increase in price 
evokes a lesser percentage in quantity pun hased 

R. Goode, Uovernment Finance in Developing Countries, ch 1, (1984) 
" S Cnoteen, Excise Systems- A Global Study of the Selective Taxation of Goods and Services, 
ch 4(1977). 
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las for production taxes may be based on net proceeds, gross pro- 
ceeds, quantity severed, or on t'>e privilege of doing business The 
immediate effect of the tax is to reduce the net income of the pro- 
ducers. Since the base of ^he tax is physical output or gross price, 
the tax may have a less restrictive effect ou production *han an 
income tax imposed on net earnings. On the other hand, a major 
objection to this form of tax is that it is applicable whether or not 
the overall operation of the producei is profitable. The tax is ex- 
ported, in whole or in part, to nonresident producers and consum- 
ers if the exaction falls on mineral resources destined primarily for 
shipment and consumption outside of the taxing jurisdiction.^® 

Applied to severance taxes imposed by Indian tribes on non- 
Indian mineral lessees, the degree of tax exportation to out-of-statje 
consumers depends on the extent to which the reservation domi- 
nates the relevant market for the natural resources.*'® If the rele- 
vant market is nationwide and includes alternative sources of 
supply, the tribe may not dominate the market and little, if any, of 
the tax may be shifted forward to consumers. The tax also would 
not be exported to non-Indian consumers, absent market domi- 
nance, if demand for the resource were elastic. The tax would be 
exported to non-Indian lessees or to non-Indian shareholders to the 
extent that it captured for the tribe the short run economic r nta 
on the leases. Finally, because the severance tax is a deductible 
business expense for federal Income tax purposes, a part of it (4C 
percent) would be shifted to the federal government in any event. 

Twenty-seven of the fifty states presently impose one or more 
severance taxes on mineral resources. Average tax rates by miner- 
al resource are as follows: Value of oil and gas production: 4.86 per- 
cent; j;alue of coal production: 2.11 percent; and value of nonfuel 
mineral production: .07 peicent. 

Eleven tribes have enacted severance taxes at rates ranging be- 
tv^een 1 and 10 percent.®^ 

(h) Payroll tax 

Payroll taxes are imposed by the federal government at the 
source for social security and social insurance coverage. Payroll 
taxation is also used by local governments (cities, counties, school 
districts) as an approximation to a local income tax. Local earnings 
of nonresidents, as well as residents, are included in the tax base. 
A payroll tax is withheld at source and collected from the employ- 
er. The tax is on gross earnings and no allowance is made for per- 
sonal dependency exemptions and deductions. The employee does 
not have to file a return except to claim a refund of excess tax 
withheld. Self-employed persons must file a return since there can 
be no source withholding. 

The payroll tax is an ideal tax from an administrative point of 
view. It brings in substantial revenue while involving a minimum 
of complexity and compliance costs. However, it is an inequitable 
tax because income from capital (dividends, interest, capital gain) 



C McClure, Jr , Incidence Analysis and the Supreme Court An Examinatioi of Four Cases 
from ike 1980 Term. 1 Supreme Court Economic Review 69 (1982) 
Tax Capacity supra at 128-31 18-19 
••''See Appendix— Tribal Experience, infra 
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is excluded from the tax base. The tax is only tolerable if imposed 
at a low rate. 

^^/fy^^^ payroll taxes imposed by local governments shows 
the following range of rates: ®* 
1 percent of gross wages 

Birmingham, Alabama 

Cities and Counties of Georgia 
% of 1 percent of gross wages 

Cities and Counties of Kentucky 
Vi of 1 percent of wages; % of 1 percent of self-employment 
income 

New York City 
%o of 1 percent of wages 

Cities and Counties of New Hampshire 
4 percent of state source income in excess of $2,000 received by 
non-residents 

New Hampshire 

One tribe, the Umatilla, has proposed enacting a payroll tax of 4 
percent.® 2 

4* How should the tax be collected 

The admirJstrative provisions of any tax code should cover the 
following functions: 

1. Determination of tax base; 

2. Detennination of the taxpayer and time of payment; 

3. Administration of exemptions or exempt persons; 

4. Duties of the taxpayer and other persons; 

5. Powers of the Revenue Commissioner; and 

6. Penalties. 

Assuming that the legislative draftsmen have precisely defined 
the tax base (sales price, gross income, gross receipts, value in pro- 
durtion, market value) the beginning of tax administration lies in 
findmg out who are the individuals or units intended to be covered 
by the tax and jmtting them on the tax rolls. Lists or registers of 
taxpayers should be made for each tax imposed: property owners, 
business concerns, employers, employees, 'fliere are many possible 
sources of names for these registers: local property rolls, registra- 
tion of voters, viaual inspection of properties, records of new con- 
struction, records of other government departments, membership 
lists of trade associations, automobile registration. Even telephone 
books can be useful. 

Initial compliance with a payroll tax is had by withholding the 
tax at source on wages and salaries. Initial compliance with a 
retail sales tax, severance tax, and business license fees and 
charges must rely on accounting controls and the voluntary filing 
of self-assessed returns by taxpayers. However collected, the tax ad- 
ministration should furnish tax returns free of charge to the per- 
sons having the legal obligation to pay the tax. 

No tax system will work effectively unless its administrators 
check the correctiveness of the taxpayers' actions. A passive atti- 
tude towards errors, falsifications, and failures to report, under- 



y Commerce Clearing House, State Tax Guide, All States, (2d ed 1980) 
"See Appendix— Tnbal Experience, infra 
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mines the entire structure Ix^cause there is no protection for those 
who comply. Obviously, it is not administratively feasible to audit 
every taxpayer. The objective of a program of investigation and ex- 
amination should safeguard the government from major loss and, 
insofar as * possible, remove the element of audit lottery from the 
complianc i process. Any audit program must be capable of comple- 
tion within one year since each year inexoiably brings a new set of 
returns to be examined. 

There are no simple criteria to govern the selection of returns 
for audit. Generally, if the withholding procedure on payroll taxes 
is effective, employees would file a retuni only to claim a refund of 
overwithheld tax and only these returns would have to be checked 
for accuracy. Similarly, little checking would be required for retail 
3a!es taxes withheld at source. Licenses, fees and charges based on 
gross income or gross receipts of b^isiness conducted on the reserva- 
tion could ^ checked periodically and on a random basis. Taxes on 
personal property, including possessory interest taxes, ordinarily 
are determined by an assessor. Severance taxes imposed on natural 
resources companies probably should be routinely audited on a 
schedule that insures that each company would be checked once in 
a period of years. 

A procedure for handling and resohdn? tax controversies is the 
next stage of tax administration. Essentially the procedure should 
furnish internal methods of settlement at the administrative level 
and external methods of judicial consideration if settlement at the 
administrative level cannot be reached. For the dispute resolution 
procedure to work effectively, most controversies should be settled 
admrn istratively . 

The goal of tax administration is collection of the tax. A sure 
sign of ineffective tax administration is the presence of large defi- 
ciencies in tax payments. Taxpayer rolls and registers should be so 
maintained that taxpayer delinquency can be immediately spotted. 
Delinquency should be followed promptly by the imposition of pen- 
alties. Hence, the tax law must provide for the imposition of liens 
on property and for the garnishment o^l wages and salaries. Be- 
cause Indian tribes have the power to I'xclude non-Indians from 
Indian country, they can resort to the colL^teral device of expulsion 
for failure to pay taxes. In addition, non-pa3rment should be made 
expensive. Taxpayers should not, through delay in payment, in 
effect obtain a low-rate interest or interest-free loan from the tribal 
government. Interest at a rate as high or higher than the commer- 
cial rate should automatically be charged for late payment.®^ 

5. How should tax revenues be spent ®* 

The effect of a particular tax on incentives to work or to take 
risks depends in part on the pn.rpose for which the tax revenue is 
used. For example, a payroll tax has both an income effect and a 
substitution effect. The taxpayer may increase work effort to recov- 
er the loss of real income (income effect), or work less because the 



"^For a detailed treatment of problems and issues of tax administration sec P. Kelley k O 
Oldman ed.. Readinn on Income Tax AdrmniMtration (1973) 

For a general dfiscussion of tax and expenditure incidence see R Musgrave St P Musgrave, 
Public Pinanct in Theory and Practice, ch 16 (1976) 
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real rate of pay is less and at this lower rate leisure competes fa- 
vorably with income (sui«titution effect). If the pajrroll tax pro- 
ceeds were used to prc/ide free goods and services for low income 
and untaxed Indians, unemployed Indians, sick or retired Indians, 
ti*e income and substitution effect of the payroll tax on employed 
persiins would be unaffected. The net effect of the tax and transfers 
would be a highly progressive tax on persons employed on the res- 
ervation. If the services distributed by government are complemen- 
tary to private consumption, for example, a gasoline tax is used to 
finance road construction, the government expenditure can be re- 
garded as subsidy to all those persons (Indian and non-Indian alike) 
who buy cars for use on the reservation. Incidentally, with better 
roads, persons employed on the '•eservation may increase their 
work effort in order to be able to afford a car. 

Take as another example, business licen. a fees and charges, the 
severance tax, othc^x company taxes: considered alone, these taxes 
have an adverse incentive effect on private capital, saving and in- 
vestment. However, if the tribal government were to spend the rev- 
enue from these taxes on infrastructure (roads, bridges, public 
health, education, law enforcement) from which the taxed compa- 
nies and their employees benefit, the positive income effect on the 
expenditure side would offset the negative income (disincentive) 
effect on the revenue side. It is possible that the net effect would be 
to inci-ease private saving and risk taking and to attract non- 
Indian business investment to the reservation. 
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Chapter III— Coordination of Tribai. Taxes With St a^e and 

Ffderal Taxes 



A. the concept of tax jurisdiction 



The ixinit of the taxing jurisdiction of a government in real terms 
is the point at which the government defers to the countervaiUng 
power of another government over the same subject matter. A 
nation, state. municipaUty, or Indian tribe incurs costs in providing 
governmental services. Taxes pay for these sendees and govern- 
ments accordingly levy taxes on those persons who benefit from 
such scrTices. A fundamental issue of tax jurisdiction is determin- 
ing who "consumes" govemmentcd services and which jurisdiction 
has contributed to the ability of the taxpayer to derive the econom- 
ic gain in question. 

For the individual or business enterprise canying on economic 
activities in two or more tax jurisdictions the fundamental issue of 
taxation is determination of the jurisdiction or jurisdictions to 
which a tax must be paid. Double or multiple taxation a single 
economic transaction or income source may occur where one juris- 
diction imposes income taxes on the world-wide income of its resi- 
dents and business entities and the other jurisdiction taxes non- 
resident persons and entities deriving income from sources in the 
taxing country or from canying on economic activities there. 
Double or multiple taxation may occur also in the state-tribal con- 
text where both the state and the tribal government impose excise 
taxes on the same economic activity, for example, doing business, 
selling at retail, mining. Double taxation can also occur in the 
state federal and tribal-federal context if the state or tribe were to 
impose an income tax on its residents or members. The different 
mechanisms by which double or multiple taxation is alleviated are 
referred to as tax coordination. 

Coordin:ition of tribal taxes with the state and federal tax sys- 
tei^is is complicated by two factors, not present in the case of the 
integration of the French and United States tax systems, let us say, 
or even of the federal and state tax systems: The inherent sover- 
eignty of Indian tribes "exists only at the sufference of Congress 
and is subject to complete defeasance, United States v. Wheller" 
4?5 U.S. 313, 323 (1978); the territorial boundaries of a tribe's juris- 
diction are prescribed by federal statutes, 18 U.S.C. § 1151, and in- 
clude tribal land, individual allotments, and land held in fee by 
tribes and individuals whether Indian or non-Indian. Tribal land is 
held by the United States in trust for the tribe and cannot be sold 
or leased without Federal consent, 25 U.S.C. § 177. In short, a tribe 
is a political community having defined territorial boundaries 
withii which tribal authority is exclusive and guaranteed by tbe 
federal government. Worcester v. Georgia 6 Pet. 515, 557 (1832). If 
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incorporated under the Indian Reorganization Act the tribe may 
also be a ipembership corporation. 

Tn the context of two sovereign states, the mechanism*^ fo* coordi- 
nation of two or more tax systems are the foreign tax - dit ®^ and 
the exemption of fore^-Ti source income.®® In the context of the 
states and the federal government, the deduction mechanism is 
used.®^ In the context of Indian tribes and the states there is no 
defined method for avoiding douole taxation because fiscal conflict 
between the two tax systems is viewed in terms of the non-tax con- 
cepts of inherent Indian sovereignty and federal regulatory pre- 
emption. In the context if Indian tribes and the federal govern- 
ment, Congress recently enacted legislation permitting a nonbusi- 
ness deduction against federal taxable income for certain tribal 
taxes.®® Business taxes paid to tribal governments have always 
been deduct'*^' . aga'-^st federal taxable income.®® 

B. TRIBAL-STATE FISCAL CX)NFUCT 

Tribal governments assert jurisdiction to tax on a territorial 
basis. That is, th^^y tax Indians living and carrying on economic ac- 
tivities on the reservation reservation-source gain ®® and non-In- 
dians using tribal property or carrying on business activities on the 
reservation.®* Tribal governments can also tax tribal lands even 
though they are exempt from State and federal taxation.®^ Tribal 
governments have not so far asserted jurisdiction to tax tribal 
members living and working off the reservation.®® In the case of 
tribal members living on the reservation, but earning income off 
the reservation, tne tribes have so far excluded non-reservation 
source income f^m the tax base entirely whether or not the r'^*- 
reservation-source income is "repatreated" to the tribe by .*ie 
member. If the states were to assert jurisdictior to tax on a territo- 
rial basis, and, in addition, were to exclude Indian country from 
their territorial limits, there would be no problem of double or 
multiple taxation. However, an Indian tribe is physiccdly located 
within the territorial limits of a state, in much the same way that 
a city or country is located within the territorial limits of a state. 
Therefore, while under the territorial principle a tribe does not 
assert jurisdiction to tax off-reservation economic activities, the 
states under the territorial principle have asserted jurisdiction to 



I.RC 99 901-904. Foreign ^axes may be deducted unc * I.R.C. § 164 in lieu of claiming a 
credit. 

Under a territorial concept of tax jurisdiction a country of source exempts from tax mcome 
arising in its territory and paid to a non-resident. It also exempts from tax foreign source 
income received by a resident 

•M.RC. ei64. 

" I.R.C. §7871(aX3) 

" I.R.C. § 162. 

" Iron Crow v. Oghh Stoux Tnbe, ^1 F.2d 89 (8th Cir 1956) 

Momt V. Hitchcock 194 U.S. 384 (1904); Wa$hington v Confederated ColvilU Tribes, 100 S 
a. 2069 (1980); BusUr v Wnsht, 135 F 947 (8th Cir 1905). appeal dismissed. 203 U S 599 (1906); 
Mernon v. Jicanlla Apache Tnbe, 455 U.S 130 (1981); Barta v. Oglala Sioux Tnbe, 259 F.2d 553 
(8th Cir 1958). cert denied 358 U S 932 (1959), Iron Crow v. Oglala Sioux Tribe, 231 F 2d 89 (8th 
Cir 1956). 

•» See Conrtfy v. Conroy, 575 F.2d 175 (8th Cir. 1978) Conroy £'»stained tribal court jurisdiction 
to ordev division of allotted land in a divorce proceeding. 

See Montana v United States, 101 S. Ci. 1245 (1981). holding that the tribe ha& no jurisdic- 
tion over non-Indians hunting and fishing on non-Indian lands within the reservation where no 
significant tribal interest is shown. 
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tax on-reservation economic activities of both Indians and non-Indi- 
ans because these activities are physically located within the 
state's boundaries. 

The doctrine of federal regulatory preemption of Indian affairs 
ousts state tax jurisdiction over Indians residing and carrying on 
economic activities within Indian Country. McLanahan v. Arizona 
State Tax Commission 411 U.S. 164 (1972) (State income tax on In- 
dians resident on a reservation); Warren Trading Post Co, v. Arizo- 
na Tax Commission 380 U.S. 685 (1965) (State gross receipts tax on 
federally licensed operator of Indian trading post); Eastern Band of 
Cherokee Indians v. Lynch 632 F.2d 373 (4th Qr. 1980) (State 
income and personal property taxes on Indians resident on a reser- 
vation); Bryan v. Itasca County 426 U.S. 373 (1976) (C!ounty and 
state personal property tax on mobile homes located on trust land); 
Moe V. Confederated Salesh & Kootenai Tribes 425 U.S. 463 (1976) 
(State cigarette sales tax, personal property tax, cigarette vendor 
license tax on I'eservation source activity). 

The source of this immunity is not the doctri ; of intergovern- 
mental tax immunities.^^ It is the fact that (Congress has not en- 
acted legislation allowing states to tax on-reservation business ac- 
tivities of tribal members: State laws generally are not applicable 
to tribal Indians on an Indian reservation except where Congress 
has expressly provided that State laws shall apply. It follows that 
Indians and Indian property on all Indian reservations are not sub- 
ject to ^.ate taxation except by virtue of express authority con- 
ferred upon the State by Act of Congress. U.S. Dept. of the Interior, 
Federal Indicm Law 845 (1958) quot^ with approval in McLanahan 
V. Arizona State Tax Commission 411 U.S. 164, 170-171 (1973). 

If Congress has expressly consented to state taxation or regula- 
tion of on-reservation business activities of tribal members, the doc- 
trine of federal regulatory preemption does not apply. Rice v. 
Rehner U.S. (1983) 103 S.CT. 3291 (1983). (State liquor li- 
cense tax applied to Indian trader valid). Federal preemption in the 
case of Indians residing on Indian reservations also has a statutory 
basis. Section 106(a) of Title 4 U.S.C. grants to State general au- 
thority to impose an income tax on residents of federal areas, but 
section 109 expressly provides that ''(n)othing in section 105 and 
106 of this Title shall be deemed to authorize the levy or collection 
of any tax on or from any Indian not otherwise taxed.'' 

The doctrine of preemption ousts state tax jurisdiction over non- 
Indians doing business within Indian country if there is a federal 
statute or treaty giving the tribe exclusive tax jurisdiction over the 
non-Indian activity, Antral Machinery Co. v. Arizona State Tax 
Commission 448 U.S. 160 (1980) (State gross receipts tax on sales 
transactions occurring on the reservation), Ramah Navajo School 



Under the intergovernmental tax immunity doctrine a federal instrumentality was consti^ 
tutionally immune from state taxes, McCulloch v. Maryland 4 Wheat 316 (1819). Federal em« 
ployees were also exempted from state income taxM, The Collector v. Day 78 U.S. 113 (1870). The 
doctrine was applied at one time to bar a state tax on the lessees of» or the product or income 
from Indian lands or individual Indians. The doctrine was rejected in Oklahoma Tax CommU- 
8ion V. Texoi Co. 336 U.S. 342, 36&-66 (1949) and Heecafero Apache Tnbe v. Jon«f 411 U.S. 146 
(1973); Oklahoma Tax Commitiion v. United States 319 U S d98 (1943). See also Leahy v. StaU 
Treasurer of Oklahoma 297 U.S. 420 (1936): 'fnited States v. RickeH 188 U S 432 (1903): L.H. 
Tribe, The Remnant of Intergovernmental Jmt.xuntties in Litigation, Taxation, and Regulation: 
Separation of Powers Issues in Controversies abtut Federalism,^ Harv. L. Rev. 682 (1976). 
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Board v. New L.jcico 102 S. Ct. 3394 (1982) (State gross receipts tax 
imposed on non-Indicui con' "^ctor wc*king on reservation), or if the 
state tax interferes "to an unpermissible extent*' with the ability of 
the tribe to govern itself." Crow Tribe of Indians v. State of Mon- 
tana 650 F.2d 1104 (9th Cir. 1981) (State severance tax on coal pro- 
duced and gross proceeds tax on sale of coal mined by non-Indian 
mineral lessees with Indicm Country). That is, the concept of Indicui 
sovereignty defines the boundaries of tribal-state tax jurisdiction if 
there is a finding of interference wi^h tribal self-government, 
Washington v. Confederated Tribes of Colville, 447 U.S. 134 (1980) 
(State cigarette sales tax on sales to non-members valid; state per- 
sonal property tax on Indian-owned vehicles, mobile homes invalid) 
or if the effect of the state tax is to reduce the profit inuring to the 
tribe from tribal resources, Whi*^ Mountain Apache Tribe v. 
Bracker 448 U.S. 136 (1980) (State ^roea receipt and motor fuel tax 
non-Indian carrying on logging activities on Indian reservation). 

A state tax on non-Indians doing business within Indian country 
constitutes an impermissible interference with Indian self-govern- 
ment where it can be shown that ihe economic incidence of the 
state tax is on the tribe, and the result is to impair the ability of 
the tribe to raise revenue for needed governmental services. Crow 
Tribe of Indians v. State of Montana, 650 F. 2d 1104 (9th Cir. 1981); 
White Mountain Apache Tribe v. Bracker, 448 U.S. 136 (1980). The 
doccrine of preemption does not apply to state taxation of tribal ac- 
ti ^ties conducted outside of the reservation, Mescalero Apache 
Tribe v. Jones 411 U.S. 145 (1973) (States gross receipts tax on ski 
resort operated by Indian of ofT-reservation land). Ajg^ain, there is 
no double taxation since tribal tax system assert jurisdiction to tax 
on a territorial basis only. 

The doctrine of preemption also does not apply to state taxation 
of on-reservation business if Congress has expressly consented to 

state imposition of the tax. Rice v. Rehner U.S. (1983) 103 

S. Ct. 3291 (1983). (State liquor license tax applied to Indian trader 
valid); The Blackfeet Tribe of Indians v. Montana, 507 F. Supp. 446 
(D.Mont. 1981) (S^ate tax on oil and gas production by non-Indian 
lessees on allotted Indian land valid) or if the state tax does not 
interfere with tnbal self-government, Washington v. Confederated 
Tribes of Colville, 447 U.S. 134 (1980) (State cigarette sales tax on 
sales to non-members valid); Agua Caliente Band of Mission Indi- 
ans V. City of Riverside 306 F. Supp. 279 Dist. Ct, CD. Ca. (1969) 
(State possessory interest tax on non-Indian lessee of tribal land 
valid); Mescalero Apache Tribe v. OVheskey 625 F. 2d 967 (10th Qr. 
1980) (State gross receipts tax imposed on non-Indian contractor 
doing construction work on reservation valid). If the doctrine of 
preemption does not apply to oust state tax jurisdiction over on-res- 
ervaiion business activity, the result is double taxation of the same 
activity or income source if the tribe also imposes a tax on the 
tribal activity. Washington v. Confederated Tribes of Colville, 447 
U.S. 134 (1980) at p. 151; Moe v. Salish & Kootenai Tribes 425 U.S. 
463 (1976). 

Finally, double taxation may also occur where the state has im- 
posed a severance tax on non-Indian lessees of tribal mineral re- 
sources and subsequently the tribe imposes a severance tax on the 
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same activity. Imposition of the tribal tax does not oust the prior 
state tax. Merrion v. Jicarilla Apache Tribe 455 U.S. 130 (1982). 

C. COORDINATION OF TRIBAL-STATE TA;.*: SYSTEMS 

Both the state and the tribal governments have an interest in 
taxing non-Indians doing business within Indian country. Were the 
tribes to extend their tax jurisdiction to cover Indians doing busi- 
ness or employed off the reservation, both the state and the tribal 
governments also could legitimately assert tax jurisdiction over the 
Indian. There are three possible remedies for fiscal conflict be- 
tween state and tribal tax jurisdictions: separation of tribal-fitate 
sources of revenue; deduction of the tribal tax from the state tax 
base; deduction of the tribal tax from the state tax. Separation of 
tribal-state sources of revenue already exists in the case of reserva- 
tion Indians and non-Indians not doing business within Indian 
country. In the first case the state lacks jurisdiction to tax;** in the 
second case tribal governments so far has asserted jurisdiction to 
tax on a territorial basis only. In the case of non-Indian business 
taxpayers tribal taxes are a deductible business expense for state 
income tax purposes. The tax credit mechanism has never been 
used although the issue was raised in Washington v. Confederated 
Tribes of the Colville Indian Reservation 447 U.S. 134 (1980). In 
Colville the tribal government contended that the state should be 
required to allow a tax credit against its cigarette excise tax for the 
tribal cigarette excise. The court dismissed this contention on the 
ground that the tribes ''failed to demonstate that business at the 
smokeshops would be significantly reduced by a state tax without a 
credit as compared to a state tax with a credit." (p. 157). 

There is ample federal precedent for coordination of tribal and 
federal ^ax systems by use of the tax credit mechanism. State 
death tax payments are creditable against the federal estate tax; 
foreigi^ income taxes are creditable against the federal income tex; 
state unemployment insurance taxes are creditable against the fed- 
eral unemployment tax. Of course, if the tax is credited it cannot 
also be deducted. The effect of a tax credit is to defer tax jurisdi- 
tion to the government whose tax is creditable. In the tribal-state 
context it would put the state taxing power at the service of the 
tribes, thereby encouraging the tribes to enact tax ordinances that 
would maximize credit values. Under the present system of double 
taxation of non-Indians doing business witnin Indian country, non- 
Indian business is at a competitive disadvantage. A tax credit for 
tribal taxes would remove this disadvantage and enable tribal gov- 
ernments to compete for non-Indian business on an equal footing 
with cities and counties. The first consequence to the state of a tax 
credit for tribal taxes would be a reduction in tax revenues. This 
reduction would be equivalent to a cash grant to tribal govern- 
ments that enact tax ordinances applicable to non-Indian business. 
Of course, nothing in the credit scheme would prohibit state gov- 
ernments from raising their tax rates to recover taxes lost to the 



The exception to this general rule is state regul.ition of liquor license fees on Indian trad^ 
ers Here the Supreme Court found that Congress had by implication authorized the states to 
regulate the licensing and distribution of alcoholic beverages on Indian reservations. Rtce v. 
Rehuer US (1983), 103 S a 3291 (1983) 
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tribal credit. But an increase in taxes for all state residents cer- 
tainly is preferable to the present system of double taxation on 
only those state residents doing business on reservations. 

There are many forms that a tax credit can take. For example, 
the credit can be matched with the tax against which it is offset: a 
tribal severance tax creditable against the state severance tax; a 
tribal sales tax creditable against the statp sales tax. Or, all tribal 
taxes of anv kind could be creditable against the state income tax. 
Limits could be put in the maximum amount of the creditable 
tribal tax; for example, the credict could be limited to a percentage 
of the state liability. 

Both the tribes and che state have an interest in improving the 
precarious financial position of tribal governments. The tax credit 
device has the advantage that it is both a subsidy and an incentive 
to the exercise of tribal self-help. The financial benefits stemming 
from a credit would accrue directly and immediately to the tribd 
government. The tax credit is a means of tribal-state tax coordina- 
tion that should be given careful consideration by state legisla- 
tures. 

D. TRIBAL-FEDERAL FISCAL CONFUCT 

Indians, as United States citizens, are subject to the federal 
income tax on their world-wide income. Squire v. Capoernan 351 
U.S. 1 (1956); Superintendent of Five Civilized Tribes v. Commis- 
sioner 295 U.S. 418 (1935); Choteau v. Burnet 283 U.S. 691 (1931). 
However, income, including capital gains, derived directly from 
Indian allotments and similiar trust property is exempt. Squire v. 
Caooeman 351 U.S. 1 (1956); Stevens v. Commissioner 452 F.2d 742 
(9th Cir. 1971). Indians are also subject to the federal estate and 
gift taxes except that Indian allotment exempt from income tax are 
excludible from the decedents' gross estate. Asenap v. United States 
283 F. Supp. 566 Dist. Ct. W.D. OK 1968). Tribal governments are 
not taxable entities for federal purposes. Rev. Rul. 67- ?84 1967-2 
C.B. 55,58. 

E. TRIBAL-FEDERAL TAX CX>ORDINATION 

Effective January 1, 1983 and until January 1, iy85 new code 
section 7871»« provides that tribal governments recognized by the 
Treasury Department as exercising sovereign powers are to be re- 
garded as states for purposes, aiaong others, of allowing a personal 
deduction from federal income for tribal real and personal property 
taxes, general retail sales taxes, and income taxes. Tribal taxes 
paid by business concerns are deductible as a businet^ expense. 
Section 7871 provides also that federal excise taxes shall not apply 
to articles sold for the exclusive use of Indian tribal governments 
during this two year period. 

To date, no tribal government has enacted an income tax or 
property taxes am)licable to individual reservation Indians. It is 
not likely that a federal deduction for th^ae taxes is sufficient in- 
centive for them to do so. A federal tax credit for individual tribal 
taxes might be an inducement for tribal governments to attempt to 



Pub L 97-473, S 202(a), 97th Cong 2d Seas See H.R Rept No. 97-984 
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reach at least those reservation Indians with income in excess of 
the minimum exempt amount for federal purposes. But not even a 
federal tax credit for personal property taxes would likely induce 
tribal governments to enact such taxes given the present conditions 
of Indkm poverty and unemployment. At most, section 7871 allows 
a deduction for federal iricome tax purposes of tribal general retail 
sales taxes— for those few Indians that earn federal taxable inconie 
in excess of the minimum exempt amount and who itemize their 
allowable non-business expenditures. 

IV.— Conclusion 

The accumulation of capital in a developing economy requires 
the creation of an economic surplus above current consumption. 
Taxation is one means of financing such capital accumulation. But 
the accumulation of capital is not, without more, sufficient. Institu- 
tions must be developed to channel the tax funds into capital for- 
mation in production facilities and to recycle these funds through 
successive Indian enterprises. What is needed is & strong tax collec- 
tion agency and an InrJian development bank. There is no economic 
merit in a high level of taxation as such. In the last analysis the 
tax function cannot be separated from the expenditure function. 
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Appendix— Tribal Experience 



In order to gain insight on current tribal tax effort, letters were 
sent to 239 Tribal governments listed with the Bureau of Indian 
Affairs requesting answers to the following questions: 

(1) Does the tribe have a tax code, statute or ordinance? If so, 
could you please enclose a copy of this in your reply, 

(2) Was this tax code submitted to the Bureau of Indian Affairs 
or Department of the Interior for approval? 

(3) Do you have a separate agency or department that adminis- 
ters your tax system? 

(4) Do you have an agreement with the state in which you are 
located under which the state tax administration collects the tribal 
tax and turns over to the tribe the amount collected? Do you think 
this kind of agreement would be a good idea? 

(5) If you have enacted a tax, has it ever been challenged in 
court? What result? If the tax was held illegal, what did you do? 

(6) Do you have a tax currently in effect and under which you 
are collecting revenue? What amount of revenue do you collect 
each year? 

Thank you for responding to this inquiry, I look forward to your 
reply. Please contact me if you need further information. 
Replies were received from 37 tribes. 

The 15 tribes listed below stated that they had not enacted any 
tax ordinances and had no present plans to enact a tax ordinance: 

Jemez Pueblo Kiowa Tribe of Oklahoma 

San Juan Pueblo Chickasaw Nation 

Seneca Cayuga Absentee-Shawnee of Oklahoma 



Colville Confederated Tribes 

The seven tribes listed below replied that enactm'^nt of a tribal 
ordinance was under study or in a development stage: 

San Carlos Apache 

Delaware Tribe of Western Oklahoma 
Laguna Pueblo 

SissetOD-Wahpeton Tribe of Sioux 
Comanche 

Cheyenne and Arapaho of Oklahoma 
Flandreau Sartee Sioux 

Fifteen of the 239 tribes to whom letters were sent replied that 
they had tribal tax ordinances in effect: 

Cheyenne River Sioux Quileutc 




Mississippi Band of Choctaw 
Cherokee Nation of Oklahoma 
Omaha Tribe of Nebraflkfl 
Viejas Community 



Ft, Belknap 
Alaska Natives 
White Mountain Apache 



Eastern Band of Cherokees 



ic and Fox 
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Gila River Shoshone-Bannock 
Hopi Three Affiliated Tribes 

Lac du Flambeau Chippewas Turtle Mountain Chippewas 
Northern Cheyenne Umatella 
Papago Ute Mountain Utes 

Warm Springs 

Several of the tribes reported that one or more of their tax ordi- 
ncuices were being challenged: the Hopi severance tax is being con- 
tested by Peabody Coal Co.; the Quilete gross receipts tax was chal- 
lenged and an out-of-court settlement made; Tenneco has refused to 
pay the Sac and Fox possessory interest tax on mineral leases; 
Warm Springs has not attempted yet to enforce its tax ordinances. 
All fifteen of the tribes reporting a tax ordinance in effect reported 
that the uix revenues were deposited in a general fund and used to 
defray the cost of governmental services. Tlie Eas^m Band of 
Cherokees, Shoshone-Bannock, Sac and Jox and Umatilla Tribes 
reported that BIA approval of their tax ordinances was not re- 
quired. The tax ordinances for the other tribes that reported had 
received BIA approval. 

A summary of tribal tax ordinances prepared by David C. Cole, 
Associate Director, Harvard Institute for International Develop- 
ment and member of the Navajo Tax Commission lists fifty one 
Indian tribes as having tax ordinances in effect as of ^ !arch 1983. 
The taxes in force are one or more of the exportable taxes covered 
in Section II A. 

Tnbet 

Tobacco and /or liquor excises 27 

License to regulate tobacco products . 4 

Severance tax g 

Business license tax 9 

Business activity tax 9 

General sales tax g 

Possessory interest tax 4 

Payroll tax . .1 . 0 
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IN( OMF/HC( rH»TS 



rhfyefMif River Sioui U»e T«i-)%, 
F<x>d-«%, 



( olville* 
( row* 



CMImi B4(k1 of 



r Allot)* 



Oil I 2f.5% 

gross vaIuc 



rig«rrttrs-6-IO mitis fH»iness-$2)'$)). 

Liquot-$?00-$2,000. 
Re«>r/Wifw-$25-$l2> 



< ig«ret!rs-)C/pack 



Merrhaols 4 Vmdors 
$3) M«<hines-$IO 



Cig«rrllrs-IO</parli 



DutineSs on L«£srd 
Lands 

C'Azing- JC/*cre. 
FMinmg-IOC/Krr 



Lr«»rs to non- 
mrmbers- 

r- Arming- 20C/«cr« 

Lr«s^ F*T-5V 



On current v«l»jr oi 
ieasrhoid or per mi I 



(jross Heceipts-5* 



M Pr« >(• ml ti tjas- 10% of 

market valiir 

t,ilj Uivrr IVnines^ $100 RmI r%U\r Tr*nsfrr- ntniiirss liKoine 

lOHh Afi «»ho| 4 Totw ♦ o 
HetJil H%*2% 

I V ~ ) Non apportioned Oross 

f^^^ Heteipts on Mt Mng 



DC 



Native llaiHtrr<ifl« B4Hine« $10 ( (m| gr *diwted 1. by Cm^e^viry fnterest- 

k% I^Tth ,i<M« lut ilNvl «f fj«r MKirkrt 

f «ttil« IMM) V.lIlK* * 



Ik irillf A|M' tw • Itrjiing ItirK (^il 2'K/^\ of < nidr 

V/MiiMirwHUn I. ,15 V /rniHtcm Uni 

K<iln|Ml* l|r)<M<t ^ 1i>lM" i> )t 

I )• rt<i I Utiib< III I i|;rfM tt<> Vj. / 

I lti|nx «>i • irtiNi 



S3 



Mod|>.«' 

Mtf hlr%lKKt| * 



(,f NtRAL SAI f S 



> ^^l.ll>l Sinllk * 
I' i|<iK'i 

l<l C, I i.l.lf Kl in «pn* 



Table I (<->in(imjed) 
SUMMARY OF TRWAL TAX ORRINANC ES 

I X( IM S Ll< hNSES SLVI KAN( I 

i Iff (Of 



( igdreMrt-IOC/H>«>( 
Other To<Mi<o-lO<», 



INI OMF/RFf I ll'TS 



Bitlh Pe(roleu<ti-»c/gal 



Lt(|iior'lC/ii o/ 
Vrf/Winr ^* 



Othrr 1tifu*< t o lOTb 

Ti>b*f to _ 
LiqiKjr-k/n o/ 
B«>«T/Wii»r ^» 

Toh*< ( o- 
I iqifor • 



Sulphur Hivhrtfgr | Lrav iHf A ufvirf- Nd«4|o Sourer ujiril- 
valiir 



I eA\r drd/iiiK- 
V /'••'» I Jfinrnj^- 



MfiliK l«ir|, 
I (ivifl ^'K, t(vr%|<« I, !l. 



i iqiiof U / II n, 
Hrrf/*ti« V*, 



1/ 



2'i 



li*t'i..r V/ll 
IW.i/«i<t< ^« 
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Qw« (tail • 



Kfno-SiMfki' 
Rtrtehud Siwm • 
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Table 1 (continued) 
SUMMARY OF TRIBAL TAX ORDINANCES 

excises LICENVCS 5EVEHANCE 



Retail A Wholeule- 
2% 



S«le*-*% (collerted 
and remitted by 
Statr) 



All minrraU-2% ol 
value 



( igarcltet- V/p«( >< 
Other tobacco- 10* 
CjaK)lirw2C/Kal 
FiM)-;-IOc/lb 



Pkrtine»»-$50.5%ol 
Mlet 



Pfivdege-$25-100 
multiplied by number 
ol rmployeei (ta« 
credit lor e.nploymg 
tribal members) 



CiBaret(e^-$l/rarton. 



Leasehold! '*> ol 



INCOME/RECEIPTS 
OroM l»KOi ie-2% 
Grott Receipts- 1 h* 



* K and Fo« 
Salt Hrvrr* 



Education*! 
Po»»eMory Inlereit- 
I ?5% 



n 



Siuknpec 
MrlrwakaittiMi ' 



Liquur-K/boltli , 
lOC/keR 



(.ros^ Bminet^ Inro'ne- 



SImiMmhii KitilmiV 



{ tgarett«*i-lHc/p«*' 

Ottirr tobaMrj-S* 
I ir,iiof-n% 
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VfqiMinish* 
Swinuinish* 

T<ilalip< 

Tiirtir McHittIsm 
I liDAttlla 

lltr Mmvitiiin Ulrs 
I Itr Trihr ol Uint«lt 
W^lkrt Kivrr < 



OCNERAL SALES 



T«bk I (cr... nued) 
SUMMARY OF TRIBAL TAX ORDINANCES 

txrisr.s L.,,t:NSt:s si verance 



V*ki- 002 i%. 



HrUil-«h« 



$1 I0/c*rlon (pcr- 
pmpied by Skip) 



rtg«rr(lrS-2c/p*rk. 
Liquor-«C/ll o/ 
B«.r/WiHr->% 



Tobacro- 5. J* 

r«Mlp- 

rig«rpttei-5C/p«*"*t. 
Othrr tobacco- 10% 
LiO|uor-)C/ll oz 

Construction 

riRarptlp- 

(coMpriifMt by Stair) 



Tobarto Rrtail-$IOO 



AusitWM-$X> 



(^garrrtrt- IOC/pa« k 
Olt>rr tobarto-10% 

Tobarco 

UoWrt ml by Stair) 



Livr^t.xk M)c/»tr.^d/ 
IC/kw In 



32u 



Lpa»e. Cirazing- 
IV/acrp 

Far«ninR- JOC/arre 



Oil 4 G«i- % 

valur 

Slompagr- 06 
Oihrr- 0016)% 



INCOME/R'^CEIPTS 



Oil A <..at - wrillipad 
valiir 

Minrrdit 1% grim 



Oil A <i,i% V»» II, itkrt 



v>THER 



Tribal Einp«oynwn» 
Higbis Ordirvanre- 
)% 

Payroll-*% PROPOSEIl 



AlkKAlfd Gross 
Kf(riptvl% 
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KMHMtV or nUML TAX OSMNANCCS 
TRMC (.CNUAL «ALeS tXCISCS LlCCNttS ttVMANCe PROPCRTV (NCOMC/RECEirn 

1% traM MKWM 



witMn f*w UmM Sum. 



< M alt rvcagnlairf trikn within H 
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